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PREFACE

This report is based on a study conducted by the Development Economic Policy
Reform Analysis (DEPRA) Project, under contract to the United States Agency for
International Development, Cairo, Egypt (USAID/Egypt) (Contract No. 263-C-00-96-00001-
00).

The DEPRA Project is intended to encourage and support macroeconomic reform in
Egypt through the provision of technical service and assistance to the Ministry of Trade and
Supply with particular focus on international trade and investment liberalization, deregulation,
and financial sector strengthening.

The study was undertaken by Mr. Hilton P. Settle, of Hilton P. Settle and Associates
of Springfield, Virginia, Team Leader, Dr. Montague J. Lord, partner in Boye-Lord
International of Washington, D.C. and Palamos, Gerona, Spain, and Ms. Aisha Nadar,
Managing Director of NCI of Greenville, Texas, with the assistance of Mr. Mahmoud El
Hedini, Director of Textile and Handicraft Industries, Mr. Magdi El Drgaly, and Mr. Shouky
Hegazi of the Egyptian Export Promotion Center (EEPC) of the Ministry of Trade and
Supply. The views expressed herein are solely those of the authors, and are not intended to as
statements of policy or opinion of either USAID/Egypt, the Ministry of Trade and Supply, or
of the DEPRA Project or its parent institutions.

The team would like to thank the many people who generoudly gave of their time to
provide the team with insights into the Egyptian furniture industry: the many furniture
manufacturers and wood importers in Damietta, Egypt; Mr. Redalah Mohamed Helmy,
Chairman and Managing Director of the Egyptian Fiber Manufacturing and Products Co., and
Chairman of the Chamber of Woodworking Industries; Dr. Hamdi Salem, Chairman of the
Egyptian Export Promotion Center; and the Director General and his staff at the Damietta
Chamber of Commerce. In addition, the time contributed by about 20 U.S. manufacturers
involved in importing furniture products is grestly appreciated. Their input was invaluable in
providing additional insights into this report.

Thanks are aso due to Dr. Omar Salman, Helwan University, for his assistance in
putting together the complex data series that was indespensible in carrying out the policy
analysis in Part Il of this Report. Dr. Suzanne Messiha, of the DEPRA Team, likewise gave
generously of her time and considerable resources. Mr. Maurice Thorne's work on the
effective rate of protection in the shoe industry served as a model for the analysis in the
present study.

The team would like to thank the DEPRA coordinator, Dr. Rollo Ehrich, for his
insights, suggestions and feedback to the team. The team would also like to thank Dr. James
L. Walker, Chief of Party for the DEPRA Project, and the rest of his staff, as well as the staff
at the Nathan Associates, Inc. home office, for their generous support and assistance.
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An Eqgyptian Furniture Industry Assessment

EXECUTIVE SUMMARY

PART |: TRADE PoLICY AND MARKET OPPORTUNITIES
The Furniture Industry in Egypt

Egypt has a long tradition of furniture making and woodworking that, in conjunction with its
competitive wages, could give the furniture industry a comparative advantage in the global
furniture market. At present, however, the wood furniture industry accounts for only a small
fraction of the country’s total industrial output, and even that share is less that half of what it
was a decade ago. In contrast, other industries have flourished, most notably food products,
refined petroleum, non-metallic mineral products, non-electrical machinery and apparel.

Despite this situation, the furniture industry remains a vital part of the economy. It supports a
number of other economic activities through its linkages to other industries, especialy wood
and wood products, chemica products and metal parts, as well as research and development
activities and the development of craftsmanship in the industry. Moreover, the industry’s
performance has improved measurably in both its capital and labor utilization during the
1990s. The ratio of capital to output has fallen, indicating that the amount of capital needed to
produce each LE of output has decreased. At the same time that capital efficiency has
increased (by 28 percent in the 1990s), the industry has become more capita intensive as the
ratio of capital to labor has increased.

To remain competitive, furniture manufacturers need ready access to both inexpensive skilled
and unskilled labor and materia inputs. Producers are highly dependent on imported wood for
raw materials, as well as a number of intermediate products that include paints and varnishes,
glues, metal fittings, woodworking electrical and non-electrical equipment, upholstery material
and plastics. As the principal input, wood needs to be available in large and varied quantities
and the quality needs to be high. Upholstered furniture requires a broad spectrum of materials
such as cotton, polyesters, and acrylics, as well as plastic materias. Smilarly, ready supplies of
glues, paints and varnishes are also needed. Finaly, the industry relies heavily on
woodworking machinery, which is essential for the technological progress of new and existing
industry segments. In all these areas, Egypt relies on foreign supplies for its material inputs to
furniture production.

In contrast, exports currently represent only a relatively small proportion of total domestic
production. Household furniture, especially for the bedroom, is the mgor type of furniture
exported, while office and kitchen furniture represents a relatively small proportion of the
total. Exports of all types of wood furniture are distributed among the three global regional
markets of the Middle East, the European Union (EU), and North America. Together these
three regional markets absorb 75 percent of Egypt’s total wood furniture exports. The two
regional markets of North America and Europe are the world' s largest markets, accounting for
over 90 percent of total world imports. The other important market for Egypt is Russia,
although this market has contracted sharply during the 1990s. The fastest growing market has
been the Middle East, followed by North America and, in particular, the United States.
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Exports to the EU market have also expanded, but at about two-thirds the rate of export
growth to the North American market, and less than one-half of that to the Middle East.

The Policy Environment and 1ts Consequences

Import substitution policies have attempted to reverse the decline of furniture manufacturing
activities. Furniture manufacturing remains one of the most highly protected industries in
Egypt. Although the nominal rate of protection (NRP) for that industry was lowered from 50
percent in 1997 to 40 percent under Presidential Decree N0./1998, its rate remains the fourth
highest of all manufacturing categories. Only so-called luxury items such as automobiles,
liquor and tobacco have higher rates. The mean average tariff for all manufacturing activitiesis
just over 25 percent.

The effective rate of protection (ERP) for the wood furniture industry is also very high,
averaging 216 percent for the industry as a whole. Moreover, the ERP for the private sector,
which dominates the industry, is more than twice as high as that of the public sector. For the
private sector the ERP is 219 percent, while that for the public sector is 106 percent. Tradable
inputs represent the bulk of the costs of intermediate goods and services and consequently
dominate the industry’s capacity to generate value added. For material inputs, the production-
weighted average tariff is 25 percent for the private sector, while that on finished goods is 40
percent. As a result, the value added of the private sector at domestic equivalent prices is
much higher than the value added at border equivalent prices.

I mpact Assessment of Tariff Policies

The effect of high import tariffs on furniture products has been to lower overall imports
considerably below what they would otherwise have been with growing consumer demand in
Egypt. Caculations using partial equilibrium analysis show that the 40 percent tariff on
furniture imports reduces the value of imports by $US3.9 million below what it would
otherwise have been without protection afforded to the industry. The loss of consumer welfare
is US$0.8 million. Overal, the 40 percent tariff has led to a 49 percent decline in the volume
of imports, which together with the rise in prices, has reduced the vaue of imports by 29
percent.

The partial equilibrium approach excludes consideration of feedback effects between the
external and domestic sectors, and therefore fails to take into account the sectoral adjustments
that would accompany trade liberalization. Tariff cuts in the furniture industry would probably
influence the industries that provide both materials and other inputs to the industry through
changes in relative prices of factors of production and the final products themselves. These
linkages would, in turn, affect the allocation of domestic resources and influence the
competitive position of Egypt's furniture products in the domestic and foreign markets.

A rough approximation of the effect on exports of the tariff on both furniture and their inputs
is the so-called *anti-export bias' estimate. The results of these calculations indicate that the
anti-export bias on wood furniture in mid-1999 equals 12 percent compared with an average
calculated by an earlier DEPRA study of 20 percent for al activities in Egypt in 1997. This
rate is also substantialy lower than the 46 percent anti-export bias for the furniture industry in



1997. The large reduction in the anti-export bias in 1999 is the result of a reduction in the
tariff on furniture imports from 50 percent in 1997 to 40 percent in 1999, and an implicit
export subsidy rate of 2.5 percent calculated by the earlier DEPRA study for 1997 compared
with an implicit 25 percent export subsidy rate calculated in the present study for 1999.

Although the calculations show that the bias against exports is lower than the average for all
industries, it is still substantial. Furthermore, if the duty drawback system is not operating
efficiently and exporters are not using it, which seems to be the case, then they would not
derive substantially greater benefits under the present tariff schedule than in the past.
Exporters do not in fact use the duty drawback system. Informal discussions with producers
reveal that the system is too cumbersome to use since it involves extensive administrative and
bureaucratic requirements needed to obtain refunds. Under these conditions, the anti-export
bias without the drawback system being invoked ssimply equals the nominal rate of protection
on furniture, that is, 40 percent. Therefore, customs regulations, tariffs and duty drawback
system have increased the cost of production and thereby lowered the ability and willingness
of furniture manufacturers to compete in the global marketplace.

Factors Affecting the Demand for Furniture

Foreign demand for Egypt’ s furniture exports depends on two decision levels of the consumer.
The first is the total amount of furniture that will be demanded by consumers based on income,
price and demographic factors. The second is the amount that will be purchased from different
domestic and foreign suppliers based on their relative prices. In the foreign markets, there is a
strong income-related response in the demand for wood furniture in the global market. On
average, the income elasticity is greater than unity, and the average income elasticity is 1.7. As
expected, the Middle East has the highest income elasticity of the three global regional
markets, reflecting the strong emerging demand for durable goods in that region. Within
Europe there are also individua markets with strong demand prospects, particularly in
Belgium and Austria. The US market has an income easticity of 1.2, reflecting a relatively
robust market. In Egypt import demand has a short-term price elasticity of —0.89 and a long-
term price easticity of —1.13. This relatively strong price responsiveness has important
implications for tariff-related policies.

The demand for Egypt’'s exports of furniture has been affected by the country’s declining
international competitiveness due to the declining real exchange rate of the LE. The decline
since 1991 has been more significant in the EU market than in those of the United States and
the Middle East. As a result, Egyptian furniture producers face a relatively more favorable
position in the US and Middle East markets than they do in the EU market. The effect of
Egypt's real effective exchange rate on its international competitiveness and the export
demand for furniture are statistically significant in the global market and a number of regiona
markets. It is especialy important in the US market in the long run. In contrast, Egypt’s
international competitiveness has only a short-term effect in both the EU and Middle East
markets. The long-term effect may, nevertheless be significant in individual markets within
those regions. Specifically, the long-run competitive price elasticity of demand for exports is
equal to -1.5 in the global market, and in the US market it equals -1.3. In the short run, the
competitive price elasticity ranges from -0.2 to -0.5. The results of the estimated export
demand relationships aso confirm expectations about the relatively high income elasticities of
export demand for Egypt's furniture exports. These results suggest that Egypt could
significantly affect the demand for its furniture exports in the global market, as well as in



particular export markets such as the United States, by improving its international
competitiveness with a more realistic exchange rate.

Recommendations

These findings point to a number of policy recommendations for the furniture industry in
Egypt. The recommended policy initiatives are designed to strengthen exports of the furniture
industry by improving the trade environment, lowering costs and improving efficiency. To be
effective, these initiatives need to be viewed as an integra part of the country’s overal
economic policies and structura reforms. The specific recommendations presented in Box 5.1
aim to support the opening up of Egypt's furniture industry through initiatives in the areas of
legidlative and regulatory measures, trade liberaization, information support, exchange rate
policies, and enhancement of foreign direct investment (FDI) inflows.

As part of these initiatives, it is important to note that industry-level analysis requires fairly
detailed information that is not currently available. The primary source of industry-level
statistics is CAPMAS. However, the information available from this agency often needs to be
supplemented by industry data from UNIDO and the United Nations. Production data for
industry sub-sector or segments are available from CAPMAS, but data on their material inputs
are unavailable. Moreover, data reliability for industry segments, as well as that at the industry
level, remains questionable, and there are large discrepancies between the information
provided by different sources of data, notwithstanding the use of the same nomenclatures.
Improved access to data and greater data reliability therefore remain an important priority for
the country.

Three mgjor policy adjustments are required and should be approached as a package.
Generdly, tariff rates should be reduced systematically, but such action should be
accompanied by exchange rate adjustments. Furthermore, while adjusting tariff rates, the duty
drawback system should be made to work properly, thereby immediately reducing the bias
againgt exports inherent in the tariffs on inputs.
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Box 5.1

Recommend Policy Initiatives to Stimulate Export Growth of Furniture Industry

Existing Challenge

Recommended Actions

Expected Impact / Benefits

Tariffs on Final Products

1. 40% tariff rate on furniture
imports is fourth highest of all
manufacturing categories

2. FDI and technology transfer
potential is limited due to high
import tariffs

Lower tariffs to encourage FDI
inflows and technology transfers
into more competitive industries like
furniture

- Will help to develop furniture industry by
stimulating competition

Will increase productivity of industry
through technological improvements
associated with FDI inflows

Will raise consumer welfare

Duty Drawback System

1. System is too cumbersome to use
effectively

2. Tariffs and duty drawback system
have increased the cost of
production

Improve the drawback system,
including the information flow
between public and private sectors

Will encourage production and expand
exports

Will improve understanding between private
and public sectors

Exchange Rate Policies

1. Egypt’s international
competitiveness has declined
since 1991 based on the real
exchange rate of the LE

2. Demand for Egypt’s exports of
furniture have been affected in
the global furniture market

Examine effect of real exchange rate
appreciation on specific industries,
especially as they affect international
competitiveness, and consider
exchange rate adjustments and/or
compensatory mechanisms to
improve international
competitiveness of exports

Will expand demand for exports of furniture

Will increase the market shares of Egyptian
furniture exporters in the global market

Tariffs on Inputs

1. Tradable inputs represent the
bulk of the costs of
intermediate goods and
services.

2. The average tariff on furniture
inputs is high

Lower or eliminate tariffs on inputs to
reduce cost of production in furniture
industry

- Will reduce production costs of the industry
and increase efficiency

- Will attract FDI and stimulate industry’s
international competitiveness.

Information System

1. Data on furniture market are
lacking

2. Existing data are often
unreliable

3. Access to existing data is
limited

Improve data collection, reliability and
dissemination of information on furniture
industry and industry segments

- Will improve market information and
producers will have a better under-standing
of the domestic and foreign market

- Will stimulate FDI inflows as information on
industry becomes more accessible
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PART Il: THE U.S. FURNITURE M ARKET,
OPPORTUNITIESAND CHALLENGESFOR EGYPTIAN EXPORTS

At present, the Egyptian furniture industry accounts for only a small fraction of the country’s
total industrial output, and this small share is even less than it was a decade ago. Egyptian
exports of furniture have falen with the reduction in trade with the previous East Bloc
countries and Soviet Union, and are currently stagnating according to officia trade statistics.
Egypt’ s share of world trade in wooden furniture products is only marginal at the present time.

Y et, Egypt has along tradition of furniture making and woodworking that, in conjunction with
competitive wages and a skilled artisan labor pool, could give the furniture industry a
comparative advantage in the global furniture market.

The Government of Egypt (GOE) has set a target for gross domestic product (GDP) growth
at an average annual rate between 7 and 8 percent by the year 2000. An integral factor in
achieving this targeted GDP growth rate is increasing exports. In this regard, the GOE has
established a goal of reaching a 10 percent average annual growth rate for exports over the
next decade as a mgjor catalyst for increasing overall economic growth, as well as generating
new investment and creating new jobs. An additional key element in this GOE strategy is
policy reform aimed at enhancing export performance.

For a number of years, USAID has concentrated its efforts under Strategic Objective #1,
accelerated economic growth through increased private sector exports, through projects
focusing on assistance in five targeted export sectors, one of them being furniture. Though
numerous studies have analyzed these targeted five export sectors in terms of policy
impediments to enhanced export performance, productivity, and the firm-level technica
assistance required, a comprehensive analysis has not been undertaken to evaluate the rea
potential of these sectors within the context of overall world competition, world trade
patterns, projected growth rates in world consumption, nor a rational targeting of foreign
export markets with the greatest potential.

The U.S. is the largest importer and consumer of furniture on the world market, yet
Egyptian export promotion programs to date have had little success, and have focused on a
limited number of marketing initiatives directed largely towards European Union and Arab
Gulf countries.

Over the period 1988-1998, total U.S. retail home furnishings sales increased at an average
annual rate of amost 6 percent, reaching a record level of $57.8 hillion in 1998. Saes of
household furniture by U.S. manufacturers have increased every year since 1992 by an average
of about 5 percent per year to $25.4 billion in 1998. Shipments by U.S. manufacturers of
office furniture have experienced an average annua increase of 8 percent since 1992, reaching
an estimated $12.35 billion in 1998. Sales are being positively affected by a continued strong
domestic economy and corporate profits, a high level of consumer confidence, new home
building construction with more bedrooms, and consumer demand for furniture products,
especially wooden furniture.

U.S. manufacturers sales of wood household furniture increased at an average annual rate of
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over 3 percent from 1987 to 1998 to over $10 billion. U.S. manufacturers shipments of
wooden office furniture are estimated to have reached $2.86 billion in 1998, and have
increased at an average annud rate if almost 8 percent since 1996. Wooden office furniture
accounted for an estimated 23 percent of total office furniture shipmentsin 1998.

U.S. imports of wooden furniture, both for household and office furnishings, have been
soaring, with growth rates even higher than that of shipments by U.S. manufacturers, resulting
in a rising share of imports in the total U.S. furniture market. U.S. imports of wooden
furniture (household, commercia and parts) increased 20.8 percent in 1998 to $ 5.6 billion
after rising 15.9 percent in 1997. U.S. imports of wooden household furniture account for
over 88 percent of thistrade.

Growth sub-sectors within the U.S. household wooden furniture market are: (1) entertainment
centers; (2) bedroom furniture; (3) upholstered furniture; and (4) ready-to-assemble (RTA)
furniture. All sub-sectors of the wooden office furniture segment are experiencing good
growth, with the largest increases registered by wood office panel systems, wooden chairs and
seats, wood office tables and wood office desks and extensions.

One of the important findings of this study is the fact that Egyptian exports of wooden
furniture products are much higher than previously thought. By just referring to official
Egyptian export statistics, one does not obtain a true picture of what is happening in this
sector. According to official Egyptian export statistics for wooden furniture products,
shipments to the U.S. market totaled just over $3 million in 1998. According to official U.S.
import statistics, however, Egyptian exports were over six times higher than that, and this
trade has grown significantly over the past few years. 1n 1998, U.S. imports of al Egyptian
wooden furniture products were ailmost $18.3 million. This trade was up a significant 24.2
percent, after registering a 12.5 percent increase in 1997.

The major product category exported by Egyptian manufacturers to the U.S. market falls
within the segment of wooden wall units, entertainment centers, china cabinets, buffets and
occasional tables. U.S. imports of Egyptian furniture products in this category totaled $13.2
million in 1998, an increase of almost 20 percent over the 1997 level. The second most
important category of Egyptian furniture exports to the U.S. market is wooden bedroom
furniture, which increased over 146 percent in 1998 to $1.9 million.

Based upon the results of this study, it is believed that the following Egyptian wooden
furniture products have good potential for expanding exports to the large and growing U.S.
market if the study’s recommended marketing and policy initiatives are implemented: (1)
wooden wall units, entertainment centers, china cabinets, buffets and occasional tables; (2)
wooden bedroom furniture; (3) wooden household chairs and seats, including upholstered; (4)
wooden office furniture; and (5) wooden furniture parts and wooden seating parts. Since
these sub-sectors are indications of export potential, further in-depth targeted research is
recommended to identify specific wooden furniture products within each sub-sector to assist
Egyptian furniture exporters and industry promotion efforts.

With the revelation that Egyptian furniture exports to the U.S. market are six times higher
than previously thought, combined with the fact that this trade has been increasing significantly
in over the past couple of years, it seems appropriate that a fresh look and a new approach
needs to be considered for this sector. It is believed that there exists good potential for

Xiv



increasing Egyptian furniture exports to the huge U.S. market, particularly for the products
highlighted above, if proper policy initiatives and marketing activities are devised and
implemented in line with a strong commitment of Egyptian furniture manufacturers to meet the
requirements of the market with more competitive prices and better quality.

In order to achieve the potential for increasing Egyptian exports to the U.S. market, it must be
realized that a number of major marketing constraints need to be addressed, such as: (1) lack
of awareness of U.S. market requirements (particularly design and finishing), distribution,
pricing, competition, trends and preferences; (2) lack of understanding of how to price
products competitively on the U.S. market; (3) lack of understanding of potential returns of
increasing the value-added portion of furniture finishing in Egypt, e.g., unfinished to semi-
finished; semi-finished to finished; (4) lack of trade contacts; (5) poor image; (6) potential
problems in meeting delivery times, eg., a smal U.S. order is a large order for Egyptian
exporters; (7) export packing; and (8) lack of an export marketing plan.

We recommend that a number of marketing, trade policy and industry initiatives be
undertaken to overcome these constraints and implement a new, concerted cooperative private
sector/government partnership to expand furniture exports. These initiatives are:

Trade mission to the Fall International Home Furnishings Market at High Point, North
Carolina, including additional technical assistance from the U.S. to ensure that this mission
is successful in maximizing new trade contacts and increasing the industry’ s understanding
of the large, diverse U.S. furniture market

Development of world-class industry and company brochures and sales collaterals

Development of a new, world-class industry Web site, which would a so incorporate a new
system of trade leads

Trade press and publicity activities

Market research

Development and implementation of strategic marketing plan

Market Intelligence Mission to the Far East

Increase Egyptian furniture contacts with major international industry groups

Establish a representative office in the U.S. to assist the industry in developing and
implementing the above initiatives

Establish an Egyptian Furniture Manufacturers Association to spearhead industry efforts to
evolve into aworld class producer and exporter

Improve the current duty drawback system for exporters

The U.S. furniture market presents major opportunities for Egyptian exporters, if they are
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dedicated to meeting the challenges of developing into a world class producer and exporter of
furniture products, and the Government of Egypt is willing to work together with the industry
in this effort and implement the study’s recommendations on the policy side. Part 1l of this
report analyzes the trade policy situation in Egypt and makes specific proposals for policy
reform. It is clear that an entire package of actions will be necessary to increase furniture

exports, including market analysis and development, improved production efficiency, and
policy reform.
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PART |: TRADE PoLICY AND MARKET OPPORTUNITIES

1.0 Introduction

The present study on trade policies and markets for Egypt’s wood furniture examines the
mechanisms for enhancing exports through policy changes and the development of market
leads. The analysis focuses on wood furniture and excludes that made primarily of metal.
Where data permit, the study examines the major market segments of the industry with a
view to identify efficient production activities and internationaly competitive export
products within the industry.

The present study relies heavily on earlier works by the Development Economic Policy
Reform Analysis Project (DEPRA) on the performance of Egypt's exports and their
response to macroeconomic and trade policy reforms. Two recent studies are particularly
important. The first one is entitted Enhancing Egypt’'s Exports (DEPRA, 1998) and
examines the steps that the Government of Egypt could take to lock in high and
sustainable economic growth rates. It addresses various tariff and non-tariff barriers to
trade and regulatory impediments that impact on the rea costs of producing and
marketing export-oriented products. It also examines several industries, including wooden
furniture, in terms of their ‘revealed’ comparative advantage and efficiency indicators.
Where data permit, these measures at the industry level are applied to the furniture
industry’ s magjor market segments in this report.

The second DEPRA study is entitled Effective Rates of Protection in Egypt (1998)
(ERPs) and derives measures of how trade barriers on fina products and their tradable
inputs jointly affect value-added in particular activities. Because published data from the
CAPMAS survey of manufacturing are insufficient for computing ERPs, the study shows
how computations can instead be derived using expert knowledge on an industry, in this
case the leather shoe industry. Since the same data limitations confront the analysis of the
furniture industry as that of the leather shoe industry, this procedure is adopted for the
present study.

The present study is part of a broad analysis of the furniture industry conducted in Egypt
between July and August 1999 by ateam from Nathan Associates, Inc. It was prepared by
Dr. Montague Lord, Nathan Associates Inc. consultant, under the direction of Dr. Rollo
Ehrich, DEPRA/Ministry of Trade and Supply Advisor, and Dr. Hafiz Shaltout,
USAID/COTR. Dr. Omar Saman provided loca support in data gathering and
computation. The study benefited greatly from the extensive data and information
provided by Dr. Suzanne Messiha and the Comp Team of DEPRA. Dr. Stuart Callison
also provided oversight of the work and his work on the real effective exchange rate on
Egypt was used in the present study. Dr. Maurice Thorne's work on the effective rate of
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protection in the shoe industry was applied to the furniture industry. Dr. John Suomelas
work on tariff impact assessments was used in the evaluation of tariff policy effects on the
furniture industry, and Dr. James Walker provided valuable insights into the impact of the
real effective exchange rate on Egypt's exports.

The study is organized as follows:

= Chapter 1. Introduction

The chapter describes the scope and objective of the study, earlier works related to the
present investigation, and the scheme of the study.

= Chapter 2: The Furniture Industry in Egypt

This chapter describes the importance of the furniture industry to Egypt, examines the
production characteristics of the industry, considers the maor inputs to the industry,
analyzes the mgjor foreign markets, and discusses the sources and nature of the data
used in the analysis.

=  Chapter 3: Market Determinants

This chapter assesses the productivity of the wood furniture industry in Egypt and
producer responsiveness to price incentives, and it anayzes the factors affecting the
demand for furniture in terms of foreign and domestic import demand and the demand
for Egypt’ s furniture exports.

= Chapter 4: The Policy Environment and Its Consequences

The chapter analyzes the level of nomina and effective protection in the wood
furniture industry and it evaluates the impact of tariff policies on imports, consumer
welfare and exports of the industry.

= Chapter 5: Summary and Recommendations

The chapter draws on the major findings of the study to set out a number of policy
recommendations to expand Egypt’ s furniture exports.

=  The Technicd Appendix presents the details of the quantitative methodologies used in the
study.

=  The Statistical Appendix contains basic gatistics.

=  The References presented at the end of the report list the documents and studies used in the
preparation of this report.




2.0 The Furniture Industry in Egypt

2.1 Importance to Egypt’s Output and Employment

The furniture industry in Egypt is primarily oriented towards the production of wood-
based furniture, which is also the most devel oped sector of the industry. Wood furniture is
often classified into three broad categories: (1) wood furniture for office, (2) wood
furniture for home, and (3) other types of wood furniture. Within the category of home
furniture, there is a further breakdown into (a) wood furniture for kitchen use, and (b)
wood furniture for use in the bedroom.

Although the wood furniture industry plays a relatively small role in Egypt’'s overall
industrial activity, the long tradition of furniture making and woodworking combined with
competitive wages of the sector could provide the industry with a comparative advantage
in the world market. At present, the wood furniture industry accounts for about 0.3
percent of the country’s total industrial output. Its contribution to overall output has fallen
from 0.65 percent a decade ago as a number of other industries have flourished, most
notably food products, refined petroleum, non-metallic mineral products, non-electrical
machinery, and apparel. Nevertheless, the furniture industry supports a number of other
activities through its linkages to other industries, especially wood and wood products,
chemical products, and metal parts, as well as research and development activities and the
development of craftsmanship in the industry.

The industry is composed of many establishments that reflect the large number of smal
and medium-size enterprises operating in Egypt. Only about 10 percent of the firms are
large in size but these few account for a high percentage of total output from the industry.
Small and medium-size firms, which represent nearly 90 percent of the total number of
establishments in the industry, produce the remaining output. About 40 percent of the

furniture is made in the Nile
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employed over 11,000 workers in 1995/96, according to data from the Central Agency for
Public Mobilization and Statistics (CAPMAYS). As a result, employment expanded by 3.7
percent a year between 1985 and 1995, notwithstanding a contraction in the constant
dollar value added of the industry by 0.9 percent a year during that period.

2.2 Production Characteristics

2.2.1 Supply and Distribution

The Egyptian furniture industry has expanded in the last decade, abeit in a rather uneven
manner and in only the domestic market. Between fiscal 1987/88 and 1995/96 overall
production rose from LE 102.7 million to LE 329.4 million, which represents an average
annua growth rate of over 30 percent for the period. However, year-to-year variations
during this time have been large, ranging from —66 to 133 percent (see Table 2.1 and

Figure2.1).!

Table2.1

Furniture Production and Tradein Egypt, 1987/88-

1995/96

(thousands of LE)

1987/88
1988/89
1989/90
1990/91
1991/92
1992/93
1993/94
1994/95
1995/96
1996/97

Production Imports Exports
102,722 2,306 2,856
239,667 1,849 8,495

81,867 1,518 16,708
123,338 4,492 87,090
195,784 8,475 101,985
135,458 11,286 57,731
233,350 10,772 48,059
222,747 26,169 37,407
329,351 26,703 33,002
339,869 36,170 34,066

Note: Fiscal year isJuly 1 to June 30.

Source: Derived from CAPMAS, various publications, and UNIDO (1998).

Production is mainly oriented towards
the domestic market. Foreign imports
remain significant, representing about
eight percent of tota domestic
consumption. Moreover, Egypt's
dependence on foreign supplies has
grown over time. A decade ago, only
about one percent of apparent
domestic consumption originated in
foreign markets. Since then, the
demand for imports of furniture has
grown considerably faster than that of
domestic production.

The rapid growth of the population
and increased per capital incomes

have led to a substantial expansion in demand for furniture. As a result of the concurrent
lag in production growth, furniture imports reached US$10.6 million in 1997. The
magnitude of these imports was 50 percent higher than only three years earlier, pointing to
the rapidly expanding demand for these types of products. The mgjority of imports
originated in the European Union countries, which represent over 70 percent of the total.
Within this region, Germany and Italy are the leading suppliers of furniture to Egypt.

! These production figures are understated by a factor of three as CAPMAS only sampled firms with more
than 10 employees. It iswell known that most of the furniture production in Egypt is done by firms
having less than 10 employees. Total production in 1996/97, for example, is estimated at LE 1031
million by the General Organization for Industrialization. The CAPMAS data were used in this analysis,
however, in order to abtain atime series of sufficient length to estimate supply and demand functions.
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leading markets are the European
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32%
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(see Figure 2.2).

2.2.2 Major Industry Segments

Production and international trade data rely on different classification systems. Output and
other industry-level data rely on the International Standard Industrial Classification (1SIC)
system, of which Revision 2 is the most widely used. Internationally comparable data are
available at the 4-digit level, although further disaggregation may be avallable at the
national level. In Egypt disaggregated production data are available for the following
categories in the furniture industry: (1) furniture and fixtures for bedroom, (2) chairs from
wood and bamboo, (3) other furniture and fixtures, and (4) other bamboo furniture. These
data were available for the period 1983/84 to 1995/96 at the time that the present study
was conducted, and the information was separated into the private and public sector.

Table 2.2 shows the production value of the furniture sub-sectors. About one-half of
production is bedroom furniture, and the rest is mainly in the form of other types of
furniture. Chairs from wood and bamboo and other bamboo furniture represent a small
fraction of overal production by the industry. The growth of bedroom furniture has been
especialy dynamic throughout the period, as has other furniture and fixtures, though to a
lesser extent. These other types of wood furniture include various types of furniture for
the domestic household, garden furniture and furniture finishing, restoration and repairs.

Information on international trade in furniture by Egypt and its mgjor trading partners is
classified into somewhat different categories: (1) office furniture, (2) kitchen furniture, (3)
bedroom furniture and (4) other furniture. This classification is based on the Standard
International Trade Classification (SITC), Revison 3. In the more recent international
trade classification of the Harmonized System (HS), there is a clear distinction between

2 According to UNCTAD. However, CAPMAS data put total exports at $10 million in 1996/97.
Furthermore, the U.S. Census Bureau reported $14.7 million in imports from Egypt into the U.S. alone.
Thus, the official GOE export estimates appear to be seriously understated.
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office and home furniture. Egypt has adopted the HS system but information in earlier

yearsrelies on the SITC system.

Table 2.2
Production of Wood Furniture in Egypt, by Category
(millions of LE)

Furniture Furniture Chairs from Other Other Bamboo

Total for Bedroom Wood and Furniture Furniture
Bamboo and Fixtures

1983/84 26.73 6.44 9.35 10.24 .69
1984/85 32.60 13.20 7.13 11.69 57
1985/86 27.73 3.71 5.75 17.72 .55
1986/87 48.07 9.59 3.13 34.22 1.13
1987/88 80.66 53.95 3.52 23.19 -
1988/89 95.29 45,18 5.29 43.45 1.37
1989/90 99.20 36.12 4,51 56.35 2.22
1990/91 202.28 84.65 6.63 109.73 1.26
1991/92 220.26 114.75 34.37 68.07 3.07
1992/93 111.46 53.29 8.18 48.86 1.13
1993/94 171.41 94.55 8.82 64.97 3.07
1994/95 185.86 86.94 7.20 90.09 1.64
1995/96 214.19 102.06 11.54 98.40 2.18
Source: CAPMAS, Annual Industrial Production Statistics (various issues).

Table 23 shows Egypt's
exports of wood furniture by
sub-sectors. Bedroom furniture
is adso the mgor type of
furniture exported among those
gpecified,  athough  ‘other
furniture’ is a larger category.
Egypt exports a relatively small
amount of office and kitchen
furniture compared with other
types of wood furniture.

Table 2.3
Egypt's Exports of Wood Furniture, 1994-97
(Thousands of US$)

Office Kitchen Bedroom Other Total
furniture | Furniture | furniture | Furniture
1994 176 141 4,244 9,516 14,077
1995 191 32 4,768 7,067 12,058
1996 76 68 5,753 7,226 13,123
1997 57 191 6,414 8,674 15,336

Source: UNCTAD, COMTRADE data reported in PC-TAS.

2.3 Major Inputs to the Industry

The furniture industry is highly dependent on imported wood for raw materials.
Indigenous timber is limited to tamarisk, acacia and carob, and therefore the supplies of
domestic wood sources are insufficient. Imports of wood amounted to over US$500
million in 1997. Of this amount, more than US$400 million was in the form of sawn
conifer wood. Other inputs include paints and varnishes, glues, meta fittings,
woodworking electrical and non-electrical equipment, upholstery material and plastics. As
the principal input, wood needs to be available in large and varied quantities and the




quality needs to be high. Quality refers to the uniformity of grade and color, treatment,
standardization of dimensions and classification. Lack of quality wood is the principal
constraint on Egypt’'s inputs for this industry. Upholstered furniture requires a broad
spectrum of materials such as cotton, polyesters, and acrylics, as well as plastic materials.
Similarly, ready supplies of glues, paints and varnishes are also needed. Findly, the
industry relies heavily on woodworking machinery, which is essential for the technological
progress of new and existing industry segments.

2.4 The Foreign Markets

Egypt’ s exports of wood furniture are distributed among the three global regional markets
of the Middle East, the European Union (EU), and North America. Together these three
regional markets absorb 75 percent of Egypt’'s total wood furniture exports. The other
important market is Russia, which currently absorbs about 10 percent of Egypt’s wood
furniture exports. This market, however, contracted sharply during the 1990s compared
with its importance during the second

half of the 1980s, when it absorbed

. Figure 2.4
nearly 75 percent of Egypt's furniture Share of World Imports, 1997
exports. During the 1990s the fastest Middle Eas other o
growing market has been the Middle \ 2% 11%

East, followed by North America and, in
particular, the United States. Exports to
the EU market have also expanded, but
at about two-thirds the rate of export
growth to the North American market,

European
Union
82%

and less than one-half of that to the
Middle East.

The global market for North America and Europe, which together account for 93 percent
of total world imports, dominate wood furniture (Figure 2.4). The top importers are the
United States and Germany. Other important importers are Japan and France.

2.4.1 The U.S. Market

The United States has a large and growing trade deficit in furniture trade (see Figure 2.5).
In 1997 the value of imports, classified according to the Standard Industrial Classification
(SIC) nomenclature reached US$4.5 billion. The classification used in this system is
broader than that of the SITC, under which US imports of wood furniture only registered
US$566 million. The SIC nomenclature covers wood household furniture (both
upholstered and non-upholstered), wood television, radio, phonograph and sewing
machine cabinets, wood office furniture, and wood partitions, shelving, and office and
store fixtures. In contrast, the SITC coverage is limited to household (kitchen and
bedroom), office and other furniture of wood. Using the broader SIC system, data on US
imports of wood furniture point to a rapid long-term growth.
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Figure 2.5

The US Market's Growing Trade Deficit in Wood
Furniture (billions of US$)
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The US trade balance for
wood furniture has grown to
US$3.2 hillion in the SIC
system of trade classification.
This trade balance has been the
result of a long-term
stagnation of US exports and a
growing foreign demand for
wood furniture. Between 1960
and 1997 the value of imports
grew 1.25 times faster than
that of exports.

The largest sector of US wood furniture imports is non-upholstered household furniture,

followed by upholstered house-
hold furniture (see Figure 2.6).
Together these two industry
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Figure 2.6

shelving. furniture and sewing

Since 1960 the value of US wood furniture imports has grown by nearly 20 percent a year
(see Figure 2.7). More recently imports suffered a downturn in 1993-96, following
cutbacks in purchases of durable goods, but they have since recovered sharply. Between

Figure 2.7
US Wood Furniture Imports
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1960 and 1997 imports of
household wood  furniture
imports grew a an average
annual rate of 19 percent. These
rates apply to both upholstered
and non- upholstered furniture.
Imports of wood furniture for
office use adso grew rapidly,
averaging 24 percent a year.
The other two sub-categories of
partitions and shelving and
cabinets for televison, radios,




phonographs and sewing machines experienced average annual growth rates of 17 and 19
percent respectively.

In contrast to the United States, Canada has been a net exporter of wood furniture. But as
in the United States, production declined in the early 1990s as a result of a sluggish
economy and a consumption cutback in 1992-93. Since then, the sector has been
restructured and productivity has increased with the result that production and exports
have recovered rapidly. Exports in 1996 reached US$2 billion, while imports were worth
US$1 million.

2.4.2 The European Market

Furniture consumption in the EU

market in 1998 amounted to about
ECU 9 hillion in the kitchen furniture
segment and ECU 7 hillion in the

Figure 2.8
EU Import Value (million US$)
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office furniture segment (CSIL, 1999)
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furniture consumption is dominated 500 |
by Germany, which accounts for 32 R
percent of total EU consumption, 1981 1984 1987 1990 1993 1996
followed by Italy (14 percent), France
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Trade has expanded
considerably under the EU
market, athough import growth
was fairly stagnant in the 1994-
95 period, following a period of
rapid growth in 1985-93. The

Figure 2.9
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Following the 1992-95
dowdown in the European Union and the accompanying cutbacks in demand for durable
goods such as furniture, consumers have been slow to respond to improved prospects in
the economy and have often postponed decisions to buy furniture. This slowdown in
consumption has been mirrored in the import growth pattern of the region. Nevertheless,
imports have begun to recover since 1996, and there are expectations that a recovery in
demand will occur in 1999-2000.




So far, the major foreign suppliers to the EU market have been the Eastern European
countries of Poland, Romania, the Czech Republic, Estonia and Hungary, followed by the
Asia countries of Indonesia, Taiwan, China and Thailand. Extra-regional suppliers seeking
market outlets are increasingly penetrating this market, particularly in Spain since it is
receptive to foreign suppliers and has one of the highest per capita consumption levelsin
Europe. At present, the mgor importer is the United Kingdom, which accounts for 20
percent of total EU imports, followed by the Netherlands and Belgium (both with 16
percent of the EU market) and Austria (14 percent) (see Figure 2.9). Other countries open
to foreign suppliers are Italy, Sweden and Switzerland. In Italy, the distribution of supplies
is patterned under the German model, whereby buying associations dominate the market.
The other widdly used system is that of franchising chains, which is largely used in France
(CSIL, 1999).

Kitchen furniture has been a leading market segment in the European Union in terms of
overal consumption and foreign purchases. Germany is the largest consumer of kitchen
furniture and the long-term growth of demand in that market has averaged 5 percent a
year since 1988. As the second largest consumer of kitchen furniture, Italy has
experienced a growth more in line with the long-term average for the EU market, while
Spain has experienced an above-average growth rate. The Netherlands has the highest per
capita consumption of kitchen furniture in the EU market, followed by Switzerland. Both
countries are major importers of this furniture segment. Other important importers are
Ireland, Portugal, the United Kingdom, Greece, Norway, and Belgium.

2.4.3 The Middle East Market

The market for furniture in the Middle East has been strong, though year-to-year growth
has been highly variable. On average, the value of wood furniture imports expanded by 26
percent a year between 1987 and 1997, with annua rates varying from —77 percent in
1988 to over 300 percent in 1990. The largest markets have been Saudi Arabia, Kuwait

and Israel (see Figure 2.10). Isradl is
becoming an important market fOf Share of Majori/il?;drfezlég;tern Importers

Egypt, largely in response to the

rapid economic growth in that ISRAEL SAUDI ARABIA
country and the large influx of 38% 40%
immigrants during the 1990s.
Reduced barriers to trade have aso
helped to increase imports. The

major foreign suppliers remain EU tvadl
producers, which account for 82

percent of total furniture imports.

North America supplies 11 percent of those imports, while the Far East provides another 4
percent. Egypt supplies only 0.2 percent of Isragl’s imports and therefore has a
considerable scope for further penetrating that market. The distribution channels for
furniture are mainly through wholesalers and importers, which are normally large
purchasing and distribution companies and act as the principa reference point for
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introducing foreign goods (CSIL, 1997a). Wholesale importers of kitchen furniture mainly
concentrate on the large construction companies that supply new homes with fitted with
wall and base units. Other buyers supply a growing number of hotel chains.

25 Data Considerations

The primary source of industry-level statistics used in the present study is CAPMAS, the
national statistical office of the Egyptian government. Fairly disaggregated industry data
are available for manufactures of furniture and fixtures, except primarily those of metal, at
the 4-digit ISIC, Revision 2 level. Time-series data were available for the period 1987/88
to 1995/96 at the time that the study was conducted in July and August1999. This
information was supplemented by industry data for the 1981-96 period. These data were
compiled by United Nations Industrial Development Organization (UNIDO) (UNIDO,
1998 and UNIDO, 1999). Production data for sub-sectors of the industry were obtained
from the CAPMAS publication, Annual Industrial Production Statistics. For these sub-
sectors, data on material inputs were unavailable and were instead obtained from informal
discussions with firms. Data reliability for these series, as well as the more disaggregated
time series data for the industry as a whole, is questionable. In general, there were large
discrepancies between sources of data, despite the same SITC, Revision 2, classifications.

International trade data of Egypt and its magor export markets of wood furniture were
obtained from the United Nations International Computing Center (UNICC). This
information is available from 1981 onwards for Egypt. In order to ensure consistency of
the series over time that would permit the estimation of economic relationships in the
industry, relatively aggregated industry data were used under the SITC, Revision 2.

The following are the classifications for wood furniture used in the present study:
(1) 1'SIC sub-heading for wood furniture and fixtures: 3321.

(2) HS sub-headings and those of the earlier SITC, Revison 3 are as follows:

HS Description

9403304 Bent-wood furniture of akind used in offices
9403308 Wooden furniture used in offices, nes

9403404 Bent-wood furniture of akind used in the kitchen

9403406 \Wooden furniture, kitchen use, for motor vehicles
9403504 Bent-wood furniture of akind used in the bedroom
9403506 Wooden furniture, bedroom use, for motor vehicles

9403604 Bent-wood furniture, nes
9403907 Furniture parts of wood
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(3) SITC Rev. 3 sections for wood furniture are as follows:

SITC3

82151
82153
82155
82159

Description

Office furniture of wood
Kitchen furniture, wood
Bedroom furniture, wood
Other wooden furniture

(4) The US-based SIC 1972 classifications for furniture are as follows:

SIC

2511
2512
2517
2521
2541

Description

Wood household furniture, except uphol stered.

Wood household furniture, uphol stered.

Wood television, radio, phonograph and sewing machine cabinets.
Wood office furniture

Wood partitions, shelving, and office and store fixtures.

12



3.0 Market Determinants

3.1 Productivity Measures

In Egypt the production process for furniture is dominated by smal and medium-size
enterprises. Of the 135 enterprises recorded in 1997 by the General Organization for
Industridization (GOI), 105 were small-scale enterprises, 13 were medium-size
enterprises, and the remaining 17 were large-scale enterprises. Small-scale enterprises
averaged 13 workers, the medium-size enterprises had an average of 75 workers, and the
large-scale ones averaged 250 workers. The distribution of these enterprises on the basis
of size has remained amost unchanged during the 1990s.

Table 3.1
Productivity Measures of Egypt's Wood Furniture Industry

1992 1993 1994 1995 1996 1997
Output/Capital 0.96 0.95 0.95 1.09 1.35 1.33
Output/Labor 7.14 7.14 7.14 8.33 11.11  11.11
Capital/Labor 7.53 7.64 7.63 7.60 8.15 8.50
Source: General Organization for Industrialization as reported in DEPRA (1999).

The industry’s performance improved measurably in both its capital and labor utilization
during the 1990s (see Tables 3.1-3.3). The ratio of output to capital rose from 0.96 at the
beginning of the decade to 1.33 in 1997, indicating that the efficiency of capital use--the
amount of output obtained from each unit of capital--went up by 39%. Labor productivity
rose by 56 percent as the ratio of output per unit of labor rose from 7.14 to 11.11 during
the same period. In addition, the industry has become more capital intensive, as the ratio
of capital to labor increased somewhat during the 1990s.

Table 3.2
Productivity of Capital in Egypt's Wood Furniture Industry, by Enterprise Size
1992 1993 1994 1995 1996 1997

Large-Size Enterprises 0.94 0.94 0.94 111 111 111
Medium-Size Enterprises 0.76 0.76 0.76 0.76 2.04 2.00
Small-Size Enterprises 1.33 1.19 1.19 1.23 1.30 1.32

Source: General Organization for Industrialization as reported in DEPRA (1999).

Medium-size enterprises have led the industry in productivity improvements. Between
1990 and 1997 the productivity of capital for this size of firm improved by 162 percent,
while that of labor rose by a whopping 533 percent, or by more than 5 times. Large-size
enterprises also experienced productivity improvements of 18 percent and 17 percent,
respectively, for capital and labor utilization. Small-scale enterprises improved their 1abor
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productivity by 20 percent, but did not experience any significant change in the capital
efficiency usage.

Table 3.3
Productivity of Labor in Egypt's Wood Furniture Industry, by Enterprise Size

1992 1993 1994 1995 1996 1997
Large-Size Enterprises 7.14 7.14 7.14 8.33 8.33 8.33
Medium-Size Enterprises 6.25 6.25 6.25 6.25 25.00 33.33
Small-Size Enterprises 8.33 8.33 9.09 9.09 9.09 10.00
Source: General Organization for Industrialization as reported in DEPRA (1999).

These productivity improvements will make Egypt more competitive in the world market
as producers increasingly penetrate the traditiona US and EU markets and the emerging
Middle East and African ones. Egypt faces stiff competition from producers from both
developed and developing furniture-exporting countries. Developed furniture exporting
countries such as Germany, Italy and France have fairly sophisticated export strategies
that have been in existence for a considerably longer period of time than Egypt’s current
trade strategy. Producers in these countries have access to well-regarded organizations for
furniture exporters, as well as ready access to trade shows and fairs that are highly
publicized and well attended. There is aso value added from furniture with the labels
carried by products. ‘Made in Germany’, for example, imparts to the consumer an
assurance of high quality and advanced technology, while ‘made in Italy’ is associated
with a sophisticated design. Egypt's entry into this market will require aggressive
initiatives on the part of producers and the government in its role as a facilitator for the
private sector.

Compsetitors from the developing and emerging furniture export countries are mainly
located in Eastern Europe and Southeast Asia. These countries, like Egypt, are attempting
to penetrate the large traditional markets of Western Europe and North America. The
main characteristic of these new exporters is their readiness to adopt their production
techniques to the rapidly changing tastes and preferences of the global market for
furniture. Increasing use is being made of PC-based technologies to facilitate design
changes. Especidly useful are computer aided design (CAD) and computer aided
manufacture (CAM) applications for automated manufacturing processes of sophisticated
furniture design and small-scale production, which are used by medium-size companies of
50 workers or more.

Paralld to these production adjustments are marketing initiatives required by consumers
that provide quality assurances, including those associated with 1SO 9000 standards, and
guarantees in the form of both product warranties and compliance with environmental
standards. While these factors add to the cost of producing and distributing furniture to
foreign markets, they also provide value added to the product in areas required by
customers in devel oped markets.
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Concurrent with Egypt’s efforts to penetrate the US and EU markets are its efforts to
diversify markets and access those in the Middle East and Africa. Production controls for
these markets currently requires fewer quality and environmental guarantees than those for
developed markets where competition is much greater. Nevertheless, the Middle East
market is becoming increasingly sophisticated as access increases to producers in Eastern
Europe and Southeast Asia.

In Europe production and distribution activities are often distinct activities. While some
furniture producers have their own distribution centers, especialy for office furniture,
most sales are through wholesalers or buyer groups that deal in final sales to consumers.
The separation of these activities is the result of the complex geopolitical system in
Europe and the existence of over 100,000 sales locations in the EU market, which are
distinguished from one another at the national level (Pérez, 1998). In Germany, France
and the United Kingdom large-scale businesses have helped to streamline the distribution
system. For example, in Germany, about 30 buyer groups control two-thirds of furniture
supplies and, of these, ten principal groups control 45 percent of the market. In France,
franchises account for 30 percent of sales, and in the United Kingdom 10 principa
distributors control 27 percent of the market (Pérez, 1998). In contrast, countries like
Spain, Portugal and Italy have distribution systems that are much more fragmented than in
other countries. For example, in Italy small and medium size companies account for three-
fourths of the market, and many of these firms are family run. In Spain independent
establishments sell about 60 percent of furniture.

3.2 Producer Response to Price Incentives

The ability and willingness of producers to expand production to meet domestic
consumption and export requirements depend in large part on their responsiveness to price
incentives. These incentives can be derived from product price movements in the domestic
or international markets that reflect global market forces or price-related policy initiatives.
Although competition within the Egyptian furniture industry may be vigorous, it is
nonetheless imperfect since entry and exit costs exist within both the domestic industry
and foreign markets. As a result, protection of the domestic market is likely to affect
domestic prices and the performance of the domestic industry, which in turn can affect the
ability of these firms to compete outside of Egypt." Although there is some evidence that
protection can stimulate technologically backward producers to invest in catching up with
more advanced foreign producers, it is more likely that tariffs or quotas will delay
technological adaptation by domestic producers (see Miyagiwa and Ohno, 1995, and
Rodrik, 1992).

Y For the theory underlying the current analysis of protection under imperfect competition, see Helpman
and Krugman (1985) and Grossman (1992).
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Table 3.4
Regression Results of Furniture Production Supply
Dg: = a0 + @101 + A2Pen + Asyin + Vi

Summary Statistics

[ N@Q)1 | In(P)n | Ln(Y)n | Const R® | dw | SEE

Total Furniture 0.20(n=0) 1.16(n=1) 1.31 0.72 1.9 0.19
(1.6) (2.5)

Bedroom Furniture 0.37(n=1) 5.52(n=1) -18.6 0.57 2.2 0.69
(0.8) (2.4)

Other Furniture 0.54 0.14(n=0) 1.99(n=1) -3.76 0.94 2.0 0.16
(3.2) (1.8) (2.6)

Notes:

1/ The variables are defined as follows: Q is the volume of furniture production, P is the constant LE price
of furniture, Y is real GDP (a proxy for capacity utilization).

2/ Period over which the equation was estimated equaled 1984-96.

3/ Binary variables were included in the equations for 1989 (1 in 1989; 0 otherwise).

4/ Figures in parentheses below the coefficients refer to t-statistics.

5/ Figures next to the estimated price and capacity variables refer to the length of the lag.

We can measure the price responsiveness of the major furniture segments in Egypt using a
genera unrestricted equation that relates production to a sequence of current and lagged
prices price of furniture, measured in constant LE, and to a capacity measure based on the
real gross domestic product (GDP) of Egypt. To ensure consistency of the data, the
variables for real GDP and the genera price level, measured by the consumer price index,
have been converted to fiscal year data that matches the reported periodicity of the
furniture production and price data. The production schedule is assumed to follow a
generalized constant-elasticity-of-substitution (CES) function. The fist-order profit
condition for profit maximization yields a supply schedule in which production is related
to price and production capacity. The exponential values of the coefficients of the
equation measure the elasticities. We can then introduce dynamics into the log-linear
supply function by introducing appropriate lags of the price and capacity variables. In the
present case, a distributed lag function has been used to represent the underlying nature of
the response of production to price and capacity changes.

The results of the estimates presented in Table 3.4 indicate that furniture production is
generally responsive to movements in the constant LE price of furniture. The response has
the expected sign, and the estimated coefficients are statistically significant except in the
case of the bedroom furniture segment of the industry. The results suggest that producers
do respond to price incentives, and that the response is important to their production
decision.

3.3 Factors Affecting the Demand for Furniture

Wood furniture is a durable good that is highly responsive to income expectations. Its
purchase often represents a mgor investment by consumers of household and office
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furniture and there is therefore a tendency to postpone the purchase when income
expectations decline. Consumption is also affected by demographic factors such as birth
rates, marriage rates, life expectancy and household size. It is also responsive to the
degree of socia and geographic mobility of the population.

Foreign demand for Egypt’s furniture exports depends on two decision levels of the
consumer. The firgt is the total amount of furniture that will be demanded by consumers
based on income, price and demographic factors. The second is the amount that will be
purchased from different domestic and foreign suppliers based on their relative prices.
Since Egypt is a pricetaker in the globa furniture market, its international
competitiveness will depend on its rea effective exchange rate. That rate will determine
the country’ s competitiveness relative to other suppliers to foreign markets, and the ability
of Egypt's producers to affect their price markups over costs. In the case of a redl
exchange rate appreciation, for example, imports would tend to increase their penetration
while exports would decline. In the tradable goods industries, the exchange rate
appreciation would reduce the margin between output prices and input prices and thereby
limit the ability of domestic producers to compete in the domestic and foreign markets. If,
however, the higher import penetration reflected the remova of trade barriers, then the
spread between output prices and input prices would widen in favor of exportables and
against importables. These determinants of the international market demand for furniture
and the demand for Egypt’s exports will be empirically examined in the remainder of this
chapter.

3.4 Foreign and Egyptian Import Demand

The import demand relationships for wood furniture imports in the maor global markets
are presented in Table 3.5. The estimates are based on a distributed lag mode in
logarithmic form, whose properties are described in the Technical Appendix to this report.
All markets have price inelastic demand schedules. The average price elasticity of demand
is -0.6. In al markets the income elagticity is greater than unity, and the average income
elagticity is 1.7. This elasticity reflects the strong income-related response in the demand
for wood furniture in the globa market. As expected, the Middle East has the highest
income elasticity of the three global regional markets, reflecting the strong emerging
demand for durable goods in that region. Nevertheless, within Europe there are aso
individual markets with strong demand prospects, particularly in Belgium and Austria. The
US market has a income easticity of 1.2, reflecting a strong market abeit one that is
becoming quite mature.

The estimates are based on limited time-series estimates using annual data for the period
1981-97. Parameter constancy tests for the period before and after 1990 showed that the
responsiveness of imports to price and income changes was stable. The present estimates
therefore provide fairly accurate information on the responsiveness of the selected import
markets to income and price changes that are likely to challenge Egypt's furniture
exportersin the global regiona markets.
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Table 3.5
Import Demand Functions of Global Regional Markets for Wood Furniture
m; = oo + 01Me1 + D2Yin + G Pren + Ut
SITC2 Price Income Summary Statistics
Code Market Elasticity Elasticity R2 D.W.
82192 United States -0.56 (n=1) 1.22 (n=0) 0.96 2.6
(11.5) 9.2)
82192 European Union -0.16 (n=0) 1.09 (n=0) 0.80 1.7
(2.2) (5.2)
82192 United Kingdom -0.76 (n=1) 1.08 (n=0) 0.77 1.7
(2.0) (5.0)
82192 Netherlands n.s. 1.14 (n=0) 0.54 1.6
3.2
82192 Belgium n.s 3.17 (n=1) 0.93 15
(11.8)
82192 Austria -0.13 2.23 (n=0) 0.94 15
(1.3) (6.4)
82192 Middle East -1.55 (n=0) 2.09 (n=1) 0.90 21
(10.1) (3.6)
Notes:
1/ The variables are defined as follows: M is the volume of furniture imports, P is the constant US dollar price of
furniture imports, Y is real GDP.
2/ Period over which the equations were estimated equaled 1981-97.
3/ n.s. denotes not statistically significant.
4/ Figures in parentheses below the coefficients refer to t-statistics.
5/ Figures next to the estimated price and income variables refer to the length of the lag.

In Egypt the demand for furniture imports is more responsive to price and income changes
than in its foreign markets. Using the same specification for the import demand function
as that for the major regional markets, the estimated equation for Egypt is as follows:

mt = -2.2 + 5.32yt-1 -0.89pt -1.13pt-1 (3.1
(0.7) (1.6) (1.8

R2=0.92 DW=17 SEE = 0.60

where the variables are specified in their log forms and the numbers below the coefficients
refer to the t-statistics. The sample period is 1985-97 and a binary variable was included
for 1994. The impact price elasticity is —0.89 and the one-period lagged price easticity is
—1.13. For the income variable, the elasticity is 5.3. While the coefficients for the price
variables are significant, that of the income variable is not statistically significant. For
policy impact analysis, however, the more important variable is that of prices. We will
examine the implications of these estimates in the following chapter.
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4.0 The Policy Environment and Its Consequences

4.1 Nominal and Effective Protection of the Industry

Egypt's tariff regime has undergone many changes in recent years. The current structure was
established by Law 187 of 1986 and is based on HS codes adopted in 1994. Since then the
genera maximum tariff has been progressively reduced during the last severa years, but in
furniture protection remains high. Although the nomina rate of protection (NRP) for that
industry was lowed from 50 percent in 1997 to 40 percent under Presidentia Decree
N0./1998, its rate remains the fourth highest of all manufacturing categories. Those with
higher rates are the so-called luxury items of automobiles, liquor and tobacco. The trade-
weighted average tariff isjust over 25 percent for all manufacturing activities.

Despite the gap between the

tariff rates on furniture and those Figure 4.1

of its major inputs, the tariffs on Customs Tariffs by Category in mid-1999
wood and other inputs may oot

reduce the furniture industry’s ’ 40%

competitiveness in the domestic | %
and foreign markets. While the | 20%
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production of furniture raise costs
and consequently reduce the
competitiveness of the domestic
industry. The effective rate of protection (ERP) measures these effects by considering tariffs
applied to imports of raw materials and intermediate goods that affect the price of the final
good. (See the Technical Appendix for the derivation of the ERP.) In particular, the ERP
measures how tariffs on a product and its tradable inputs jointly affect the value-added of a
particular activity. When only the nomina rate of protection is calculated, the tariff on
furniture imports suggests that domestic producers will be encouraged to increase their
output. However, whether they increase their output depends not only on the tariff on
furniture imports, but on the tariffs applied to inputs used in their manufacture. While
domestic producers are given an implicit subsidy on their furniture production when there are
tariffs on furniture imports, they also face a tax on their imported inputs, which can neutraize
the effect of the implicit subsidy. The ERP therefore measures the net protection on the
furniture production process, rather than simply the gross protection on the industry’ s output.

By including inputs, the ERP becomes a more useful measure, and at the same time, it
becomes more difficult to calculate. Previous work by DEPRA has shown how the effective
rate of protection can be measured in Egypt in spite of data limitations on the inputs used to
produce goods (DEPRA, 1998). The formula used in that study and applied to the furniture
industry is as follows:

ERP=(1- S a)/[U(1+)] - S [a/(1+t)] — 1 (4.1)
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where ERP = effective rate of protection
t = nominal tariff rate on imported furniture equivalent to the domestic outpui.
ti = nomina tariff rate on tradable input i in the production of furniture.
a = vaueof inputi per unit of furniture output.

Like the nominal rate of protection, a positive ERP indicates that the returns earned from
furniture production are greater than those earned without intervention. Likewise, a negative
ERP indicates that the reverse is true. In the case where the ERP is zero, the effect is the same
as without intervention.

Production and aggregate input data for the calculations of the ERP for Egypt’s furniture
industry were obtained from CAPMAS. For individual tradable material inputs the technical
coefficients of production were derived from input-output tables and industry analysts, and
those coefficients were applied to the total value of the tradable material inputs reported by
CAPMAS. The input-output tables of Egypt were not sufficiently disaggregated, and those of
the United States and the European Union were used in conjunction with the input-output
tables of Egypt. Those input-output tables are the social accounting matrix (SAM) for Egypt;
the US tables are the benchmark input-output tables for the US economy in 1987 (US
Department of Commerce, 1997); and the EU tables are the input-output tables for 1995
(EUSTAT, 1995).

Table 4.1 shows the production and input data for wood furniture in 1995/96, and it presents
the nominal rates of protection for the industry. Statistical Appendix Tables 14-17 present the
input coefficients for the following segments: wood furniture for households, wood furniture
for offices, wood partitions, and wood cabinets. Following the production data from
CAPMAS also shown in the Statistical Appendix, household furniture and partitions represent
about two-thirds of total wood furniture production, and cabinets and office furniture account
for the remaining one-third of total production. These production weights for each of these
segments were used to calculate the average input coefficients for the industry as awhole.

Table 4.1 also contains the customs tariffs for wood furniture and its inputs. These tariffs are
based on the tariff Harmonized schedule modified up to November 1998 under Presidential
Decree No. 1/1998. They show that, in addition to the 40 percent tariff on wood furniture
imports, there are also tariffs on imports of material inputs that range from 5 percent to 30
percent.

20



Table 4.1
Wood Furniture Industry:

Annual Production (1995/96) and Customs Tariff Rates (Dec. 1998)

(Thousand LE and percentages)

Products, subsidies, taxes
Finished products
Unfinished products
Subsidies
Taxes and duties
Tradable material inputs
Reconstituted wood products
Sawn wood
Veneer and plywood
Hardware, n.e.c
Builders' joinery and carpentry of wood
Paints and allied products
Screw machine products, bolts, etc
Petroleum oils and residues
Miscellaneous plastics products, n.e.c.
Paperboard containers and boxes
Industrial chemicals
Metal polishing pads
Fabricated metal products, n.e.c
Abrasive products
Glass and glass products
Adhesives and sealants
Hand and edge tools
Aluminum plates
Coated fabrics, not rubberized
Industrial and commercial machinery
Woven fabrics
Saw blades and handsaws
Woodworking machinery
Leather tanning and finishing
Miscellaneous fabricated wire products
Textile goods, n.e.c.
Plastics materials and resins
Other tradable inputs
Packaging materials
Spare parts, prod. Components
Equipment depreciation
Non-tradable inputs
Fuel
Electricity
Industrial services purchased
Maintenance
Other services

Tariff Rate Private Public Total
40% 324,516 4,838 329,354
318,726 4,615 323,341

4,800 129 4,929

990 94 1,084

170,482 2,000 172,481

25% 19,983 234 20,217
15% 14,553 171 14,723
20% 11,980 141 12,121
30% 7,563 89 7,652
25% 6,269 74 6,342
30% 39,606 465 40,071
30% 35,008 411 35,419
13% 16,523 194 16,717
22% 3,545 42 3,586
25% 2,701 32 2,732
11% 2,158 25 2,183
15% 1,662 20 1,682
30% 1,629 9 1,648
18% 1,377 16 1,394
25% 1,359 16 1,375
25% 1,221 14 1,236
10% 886 10 897
20% 626 7 633
25% 397 5 401
12% 324 4 328
35% 291 3 295
10% 232 3 235
5% 170 1 171
18% 150 2 152
25% 134 2 136
23% 106 1 108
8% 98 1 99
35,236 500 35,736

5% 876 1 877
5% 6,051 177 6,228
5% 28,309 322 28,631
34,531 456 34,987

1,651 97 1,748

3,312 147 3,459

3,963 7 3,970

1,986 29 2,015

23,619 176 23,795
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Table 4.2
Value Added and Cost Composition of Wood Furniture Industry in Egypt
(Thousand LE and percentages)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96

Gross Production 102,722 239,667 81,867 123,338 195,784 135,458 233,350 222,747 329,351

Minus: Use of

Intermediates 73,875 113,375 65,260 96,506 162,461 93,808 160,884 147,838 212,011
of which: Goods 56,680 84,510 50,433 72,149 109,179 61,377 140,305 128,981 182,443

Services 17,195 28,865 14,827 24,357 53,282 32,431 20,579 18,857 29,568

= Value Added 28,847 126,292 16,607 26,832 33,323 41,650 72,466 74,909 117,340
Minus: Wages 16,630 21,104 12,935 1,845 24,221 20,977 27,011 34,800 40,554
= Gross Surplus 12,217 105,188 3,672 24,987 9,102 20,673 45455 40,109 76,786
Intermediates 72% 47% 80% 78% 83% 69% 69% 66% 64%
/Production

Wages/Prod 16% 9% 16% 8% 12% 15% 12% 16% 12%
Surplus/Prod. 12% 44% 4% 20% 5% 15% 19% 18% 23%

Source: Derived from data provided by CAPMAS.

According to CAPMAS data, intermediate goods and services to the industry accounted for an
average of 70 percent of the total value of production between 1987/88 and 1995/96, although
that share has fallen in recent years. These data appear to be consistent with industry data for
other countries. In Europe, for example, intermediate goods and services account for 64
percent of the value of furniture production (Pérez, 1998). In the United States intermediate
inputs represent 55 percent of the value of furniture production (US Department of
Commerce, 1997). Labor cost in Egypt’s furniture industry represents another 13 percent, and
is aso in line with industry figures in other countries. European producers have an expected
higher labor cost, which accounts for 17 percent of the value of their furniture production
(Pérez, 1998). In the United States the labor costs are 30 percent of the total value of
production (US Department of Commerce, 1997). Lower labor cost makes the Egyptian
furniture industry relatively profitable compared with producers in other countries. The
percentage of gross surplus in the 1990s averaged 17 percent. Comparable figures for the
European furniture industry average 7.8 percent, which are below the 12 percent average for
all industries in the European Union, and below 15 percent for the furniture industry in the
United States.

Calculations of the ERP for the wood furniture industry are shown in Table 4.3. The results
show that the effective rate of protection is far higher that the nomina rate of protection in
both the private and public sectors. Moreover, that for the private sector, which dominates the
industry, is more than twice as high as that of the public sector. For the private sector, which
accounts for 99 percent of all wood furniture output in Egypt, the ERP is 219 percent, while
that for the public sector is 106 percent.

Table 4.3 also shows the industry’ s value added at both domestic and border equivalent prices
and demonstrates the increase in value added in the furniture industry under protection relative
to the value-added under free trade. The value-added at domestic prices is the domestic price
of output less the sum of the tradable and non-tradable inputs valued at their domestic price.
Vaue-added at border-equivalent prices is the border equivalent price of the output less the
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Table 4.3
Wood Furniture Industry Annual Production and Customs Tariff Rates, 1995/96
(Thousand LE and percentages)
Domestic Price Equivalents Border Price Equivalents
Tariff Private Public Total Private Public Total
Products, subsidies, taxes 40% 324,516 4,838 329,354 231,797 3,456 235,253
Finished products 318,726 4,615 323,341
Unfinished products 4,800 129 4,929
Subsidies - - -
Taxes and duties 990 94 1,084
Tradable material inputs 170,482 2,000 172,481 137,342 1,611 138,953
W oodworking machinery 5% 102 1 101 95 1 96
Woven fabrics 35% 291 3 295 216 3 218
Paints and hardware 30% 83,806 983 84,789 64,466 756 65,223
Wood and carpentry wood 25% 32,063 376 32,439 25,651 301 25,952
Textile goods 23% 106 1 108 86 1 87
Plastics products 22% 3,545 42 3,586 2,905 34 2,940
Veneer and plywood 20% 12,606 148 12,754 10,505 123 10,628
Leather, abrasive products 18% 1,527 18 1,545 1,291 15 1,306
Sawn wood, polishing pads 15% 16,215 190 16,405 14,100 165 14,265
Petroleum oils and residues 13% 16,523 194 16,717 14,687 172 14,859
Industrial machinery 12% 324 4 328 289 3 293
Industrial chemicals 11% 2,158 25 2,183 1,942 23 1,965
Tools and saw blades 10% 1,119 13 1,132 1,017 12 1,029
Plastics materials 8% 98 1 99 91 1 92
Other tradable inputs
Packaging, parts, depreciation 5% 35,236 500 35,736 33,558 476 34,034
Non-tradable inputs 0 34,531 456 34,987 34,531 456 34,987
Total non-factor costs 240,320 2,957 243,277 205,431 2,544 207,974
Effective Rate of Protection (%) 219%  106% 216%

!This table summarizes the material inputs presented in Table 5.1, and presents border price equivalents.

sum of the same inputs valued at border-equivalent prices. Tradables inputs represent the bulk
of the costs of intermediate goods and services and consequently dominate the industry’s
ability to generate value added. For materia inputs, the production-weighted average tariff is
only 25 percent for the private sector, while that on finished goods is 40. With the addition of
other tradable inputs (packaging, parts and depreciation), the production-weighted average
tariff on tradable inputs is 21 percent. As a result, the value added by the private sector at
domestic equivalent prices is much higher than the value added at the border equivalent prices.
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4.2 Impact Assessment of Tariff Policies

For industry and product-specific studies, it is appropriate to use partial equilibrium analysis
and econometric models to estimate the parameters of the market components. This approach
permits the calculation of the direct effects of trade liberalization based on detailed tariff line
information. Nevertheless, it is aso useful to examine the effects of tariff policies that can be
deduced from genera equilibrium models, since they can provide economy-wide estimates
based on fully integrated models of industries within the context of the overall economy.

The direct effects captured by partial equilibrium analysis can be separated in the following
components:

Total Effect refers to the change in the level of domestic demand for imported inputs
resulting from tariff-associated price changes.

Government Revenue Effect is the change in customs fees resulting from tariff changes,
which combine changes in revenue per unit of imports and changes in import volumes
resulting from the total trade effect.

Consumer Welfare Effect refers to the changes that consumers obtain from price changes
on imported goods when tariffs are changed.

The indirect effects that can be measured within the genera equilibrium framework depend on
the level of disaggregation of the model, but as a minimum provide information about the
following components:

Sector Production Effect refers to changes in domestic output levels associated with the
changes in the alocation of resources brought about by the movements of factors of
production.

International Competitiveness Effect arises from the changes in the access to factors of
production for export-oriented goods, and the resulting changes in the export prices
relative to competing suppliers to foreign markets.

Terms of Trade Effect is brought about from the changes in prices of tradables that arise
from exchange rate effects and other changes in the foreign and domestic economies.

The direct effects of Egypt’s tariffs on the furniture industry are shown in Figures 4.2 and 4.3.
Roussland and Suomela (1993) offer a description of those effects for a small open economy
in a partial equilibrium framework. Figure 4.2 shows the domestic demand schedule, Dy, and
the domestic and foreign supply schedules, S, and Ms respectively of wood furniture. At the
border-equivalent price Pr the amount OA is consumed and OB is produced. The amount OB is
produced in Egypt and the difference BA is imported.

With an ad valorem tariff of t, the foreign supply schedule (import supply schedule) shifts from

Ms to Ms'. The domestic-equivaent priceis Pq = Pr + tPr = Py(1+t). At that price the quantity
demanded decreases to OC and the domestic supplied increases to OD. The tariff produces the
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Figure 4.2
Tariff Effects on Production and Consumption

Price
Sh
M
(1+t) P
a b c \ My
Ps v —— Dy,
0B D C A Quantity

following effects:

D Consumer surplusdeclinesby a+ b+ ¢+ d.

2 Producer surplus increases by a.

3 Government revenue increases by c.

4 The ‘deadweight’ loss for consumersisd.

5 The ‘deadweight’ production or efficiency lossisb.
(6) Total welfarelossisd + b.
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Figure 4.3
Tariff Effects on Imports

Import
price

(1+t)Pf

Py

Import quantity
With MFN Tariff:
Consumer surplus: E
Foreign producer revenue: F
Government revenue: G
Deadweight loss: H
With Multilateral Free Trade:

- Consumer surplus: E+G+H
Foreign producer revenue: F+1
Government revenue: None
Deadweight loss: None

The same conditions are represented for the industry in Figure 4.3 in terms of the amount
imported at the domestic and border-equivalent prices. The industry’s import demand function
is M? and, as in Figure 4.2, the import supply function is again shown to be perfectly elastic
with respect to prices. As a result, the import supply schedules are shown by the horizontal
lines at (1+t)Ps and P.
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The Technical Appendix contains the mathematical specification of the effects of the tariff.
The calculations of the direct effects of Egypt's protectionist policies in the furniture industry
are based on the import demand relationship estimated for wood furniture. The estimate takes
into account changes in the levels of import demand arising from the imposition of tariffs, and
time-related adjustments arising from the lagged response of imports to possible changes in
those tariffs. By its very nature, the econometric-based modeling approach provides internally
consistent empirical results at a detailed level.

Table 4.4
Effects of Protection on 1997 Value of Furniture Imports in

Egypt (US$)

Consumer Welfare
Actual Imports Decreased Imports Loss

9,478,000 -3,909,107 -803,191

Source; PC-TAS COMTRADE data

The results of the partial equilibrium analysis show that the 40 percent tariff on furniture
imports reduces the value of imports by $US3.9 million below what it would otherwise have
been without protection on the industry. The loss of consumer welfare is US$0.8 million
(Table 4.4). The effect of protectionist measures take two years to occur. Following the
introduction of a 40 percent tariff on furniture,
the volume of imports would decrease by 26

-(g?/télrzrll-lgffects of Protectionism percent in the first year and another 23 percent
(percent change) in the second year. As a result, there is a
First-year minimal effect on the value of imports in the

Effect Total Effect first year, but a large effect by the time the

Volume -26.0% -49.4% adjustment has been completed in the second
Price 40.0% 40.0% year. In the case of Egypt, where the tariff on
Value 8.7% -29.2% furniture imports has recently been reduced

from 50 to 40 percent, only the total (residua)
effect isrelevant (See Table 4.5).

The present partia equilibrium approach excludes the consideration of feedback effects
between the external and domestic sectors, and therefore fails to take into account the sectoral
adjustments that would accompany trade liberalization. Tariff cuts in the furniture industry
would probably influence the industries that provide both materia and other inputs to the
industry through changes in relative prices of factors of production and the final products
themselves. These linkages would, in turn, affect the allocation of domestic resources and
influenc? the competitive position of Egypt's furniture products in the domestic and foreign
markets.

A rough approximation of the effect on exports of the tariff on both furniture imports and
those of their inputs is the so-called *anti-export bias estimate. The extent of tariff-induced

! The approach used to estimate the foreign demand for selected products in Egypt is adopted from Lord (1988, 1989a,
1989h, 1990, 1991, 1992), and has been applied elsewhere to measuring the effects of protectionism on trade of other
countries (Boye and Lord, 1994, 1995, 1996a, 1996b).
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bias against furniture exports (denoted B,) is calculated from the estimated use of the duty
drawback system, which provides tariff refunds on imported inputs used in the production of
exported furniture. The formula widely used to calculate the anti-export biasis Bx; =[ (1 +
t)/(1+ s)- 1] * 100, wheret; isimport tariff rate on furniture, and § is the export subsidy
rate, or duty drawback per LE of export, calculated as (NRP, * my;) where NRP, is the nominal
tariff rate on input i, m; is the technical coefficient of imported commodity i per LE worth of
product j. The technical coefficients are those used to calculate the ERP and are presented in
the Technical Appendix.

The results of these calculations indicate that the anti-export bias on wood furniture equals
12.4 percent. This rate compares with an average for all activities in Egypt of 19.7 percent in
1997, according to calculations in a recent study by DEPRA (1999), and is substantially lower
that the 46.2 percent for the furniture industry in that year. The decrease can be attributed to
the 1998 reduction in the tariff on furniture imports from 50 to 40 percent.

Although the calculations show that bias against exports of furniture has recently decreased,
the anti-export bias measure is defined in such a way that it assumes that the duty drawback
system is operating efficiently and that exporters are using it. If duty drawback system were
efficient and invoked by producers, then they would derive substantially greater benefits under
the present tariff schedule than in the past. However, this does not appear to be the case.
Informal discussions with producers reveal that the system is too cumbersome to use since it
involves extensive administrative and bureaucratic requirements needed to obtain refunds.
With no duty drawback the anti-export bias will be approximately equal to 40 percent, as 5
falls to zero. Our calculations show that tariffs on inputs were 25 percent, so with a 100
percent effective duty drawback system the anti-export bias on wood furniture comes to 12.4
percent. In other words, the implicit tax on exports is between 12.4 and 40%, depending on
whether the duty drawback system is working effectively or not.

4.3 The Real Effective Exchange Rate and the Demand for Egypt's Exports

The international competitiveness of Egypt’s furniture exports is generally reflected in the
country’s real exchange rate, which takes into account both general price movements in Egypt
relative to that of each of its trading partners, and the cross exchange rate between Egypt and
each of its trading partners.” Table 4.6 and Figure 4.4 both show the real effective exchange
rate of Egypt and its international competitiveness, measured in terms of the currencies of its
major export markets in North America, the European Union, and the Middle East. In recent
years, there has been an increasing convergence of the rea cross-rates for the United States
and the Middle East. The real cross-rate for the European Union, however, has increasingly
diverged from the other two regions.

Egypt’s international competitiveness based on the real exchange rate of the LE has been
declining since 1991 in al its major markets. Nevertheless, the decline has been more

2 Thereal exchange rate is defined as€; = €\P,/ P,, where €" is the nominal exchange rate, P' is the foreign
currency price of goods purchased abroad, and P is the domestic price level. A rise in € represents a red
depreciation in a fixed exchange rate system that can be brought about by either a rise in the nomina
exchange rate €", or arise in the relative price of foreign goods (equivalent to a relative fall in the price of
domestic goods). Conversdly, afall in € represents a real appreciation under a fixed exchange rate system.
The fall is associated with either a drop in the nominal exchange rate €" or afal in relative prices of foreign
goods (equivalent to arise in relative prices of domestic goods).
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Table 4.6
Egypt's Real Effective Exchange Rate (REER) and International
Competitiveness (1991 = 100), 1980-98
Nominal REER Index of International Competitiveness
Exch. Rate Index
(LE/USS)
All Major North European Middle
Markets America Union East
1980 0.700 128.6 7.7 75.3 76.9 75.7
1981 0.700 151.1 66.1 74.2 62.9 75.6
1982 0.700 175.1 57.1 68.3 52.5 68.5
1983 0.700 201.6 49.6 62.1 43.7 62.2
1984 0.700 252.1 39.7 55.3 35.1 55.4
1985 0.700 294.4 34.0 50.7 31.5 51.2
1986 0.700 2824 354 41.7 33.8 42.1
1987 0.700 303.2 33.0 34.5 32.8 34.8
1988 0.700 325.6 30.7 31.7 30.3 31.8
1989 1.100 252.7 39.5 43.5 38.6 43.5
1990 2.000 143.9 69.4 68.8 70.1 68.9
1991 3.330 100.0 100.0 100.0 100.0 100.0
1992 3.330 114.4 87.3 84.9 89.0 85.1
1993 3.370 132.4 75.5 79.6 73.1 79.8
1994 3.387 139.3 71.8 75.0 69.9 75.4
1995 3.390 139.4 71.7 70.7 70.9 70.9
1996 3.388 144.6 69.1 68.0 68.0 68.2
1997 3.388 160.6 62.2 65.5 58.9 65.7
1998 3.388 167.1 59.9 63.7 57.3 64.3
Note: The index of international competitiveness is the inverse of the REER.
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significant in the EU market than in the
United States and the Middle East. As
a result, Egyptian furniture producers
face a reaivey more favorable
position in the US and Middle East
markets than they do in the EU market
(see Figure 4.5). As a result, the
demand for exports of Egypt would be
more favorable in the US market than it
those of the European Union and
Middle East if the price responsiveness
of importers in those markets are the
same.

We have measured the impact of
Egypt's international competitiveness
of its furniture exports in each of the
major regional markets, as well as for
the global furniture market as a whole.
The results of the estimates of the
demand for Egypt’'s exports of wood
furniture are shown in Table 4.7 and
details of the specification of the export



demand relationship are discussed in the Technical Appendix.

The effects of Egypt’s real effective exchange rate on its international competitiveness and the
export demand for furniture are statistically significant in the global market and a number of
regiona markets. The magnitude of the price competitiveness and income elasticities of
demand for Egypt’s furniture exports are shown in Table 4.8. The long-run competitive price
elasticity of demand for exports is equal to -1.5 in the global market, and in the US market it
equals -1.3. In the short run, the competitive price elasticity ranges from -0.2 to -1.5.

Table 4.8 also confirms expectations about the relatively high income elasticities of export
demand for Egypt’s furniture exports. It is especialy important in the US market in the long
run. Given the relatively favorable competitive position of exports to that market (in
comparison to that of the Middle East and the European Union), this situation would favor
furniture exports to that market over that to other regions. Although Egypt’s real effective
exchange rate in the EU and Middle East markets is significant only in the short run, the long-
term effect may, nevertheless, be significant in individual markets within those regions.

Table 4.7
Regression Results of Egypt’s Export Demand for Wood Furniture
Dxi = @0 + @1(X = Y)i1 + @2Dyi + agyes + a4Dn + aslig

Summary Statistics

[ InXM)er [ In(Yd¥e) T Ln(Y)r | IN(R/Rw) | In(R) | Const R® [ dw [ SEE
World -0.99 10.84 3.38 -0.18 -1.47  -185 097 27  0.103
(2.5) (1.5) (2.0) (0.6) .7
United States -0.64 4.49 082  -230 094 14 0143
(4.8) (2.9) (4.9)
European Union -0.77 7.4 -1.47 -335 0.94 2.0 -
(2.8) 4,1 (4.1) 0.235
Middle East -0.91 2.62 7.92 -1.39 346
(2.3) (0.5) 1.7) (1.2)

Notes:

1/ The variables are defined as follows: X is the volume of furniture exports; Y is real GDP (a proxy for capacity utilization); R
equals 1/REER, the real effective exchange rate, and it measures Egypt's international competitiveness in either the global
marketplace or specific export markets.

2/ Period over which the equations were estimated equaled 1984-96.

3/ Binary variables were included in the equation for the US in 1990 (1 in 1990; 0 otherwise); in the EU for 1988; and in the
Middle East for 1992.

4/ Figures in parentheses below the coefficients refer to t-statistics.

Table 4.8
Income and Competitive Price Elasticities of Demand for
Egypt's Exports of Wood Furniture

Elasticity with respect to:

Price Income
World Short-run -0.18 10.84
Long-run -1.47 4.39
United States  Short-run - -
Long-run -1.29 8.00
European Union Short-run -1.47 -
Long-run - 10.67
Middle East Short-run -1.39 2.62
Long-run - 9.74
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5.0 Summary and Recommendations

Egypt has a long tradition of furniture making and woodworking that, in conjunction with
its competitive wages, could give the furniture industry a comparative advantage in the
globa furniture market. At present, however, the wood furniture industry accounts for
only asmall fraction of the country’s total industrial output, and even that shareis less that
half of what it was a decade ago. In contrast, other industries have flourished, most
notably food products, refined petroleum, non-metallic mineral products, non-electrical
machinery and apparel.

Despite this situation, the furniture industry remains a vital part of the economy. It
supports a number of other economic activities through its linkages to other industries,
especialy wood and wood products, chemical products and metal parts, as well as
research and development activities and the development of craftsmanship in the industry.
Moreover, the industry’s performance has improved measurably in both its capital and
labor utilization during the 1990s. The ratio of capital to output has fallen, indicating that
the amount of capital needed to produce each LE of output has decreased. At the same
time that capita efficiency has increased (by 28 percent in the 1990s), the industry has
become more capital intensive as the ratio of capital to labor has increased.

To remain competitive, furniture manufacturers need ready access to both inexpensive
skilled and unskilled labor and material inputs. Producers are highly dependent on
imported wood for raw materials, as well as a number of intermediate products that
include paints and varnishes, glues, metal fittings, woodworking electrical and non-
electrical equipment, upholstery material and plastics. As the principal input, wood needs
to be available in large and varied quantities and the quality needs to be high. Upholstered
furniture requires a broad spectrum of materials such as cotton, polyesters, and acrylics, as
well as plastic materials. Smilarly, ready supplies of glues, paints and varnishes are also
needed. Findly, the industry relies heavily on woodworking machinery, which is essential
for the technological progress of new and existing industry segments. In al these aress,
Egypt relies on foreign supplies for its material inputs to furniture production.

In contrast, exports currently represent only arelatively small proportion of total domestic
production. Household furniture, especially for the bedroom, is the maor type of furniture
exported, while office and kitchen furniture represents a relatively small proportion of the
total. Exports of al types of wood furniture are distributed among the three global
regional markets of the Middle East, the European Union (EU), and North America.
Together these three regional markets absorb 75 percent of Egypt’s total wood furniture
exports. The two regional markets of North America and Europe are the world's largest
markets, accounting for over 90 percent of total world imports. The other important
market for Egypt is Russia, athough this market has contracted sharply during the 1990s.
The fastest growing market has been the Middle East, followed by North America and, in
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particular, the United States. Exports to the EU market have also expanded, but at about
two-thirds the rate of export growth to the North American market, and less than one-half
of that to the Middle East.

Import substitution policies have attempted to reverse the decline of furniture
manufacturing activities. Furniture manufacturing remains one of the most highly
protected industries in Egypt. Although the nomina rate of protection (NRP) for that
industry was lowered from 50 percent in 1997 to 40 percent under Presidential Decree
No0./1998, its rate remains the fourth highest of all manufacturing categories. Only so-
called luxury items such as automobiles, liquor and tobacco have higher rates. The mean
average tariff for all manufacturing activitiesis just over 25 percent.

The effective rate of protection (ERP) for the wood furniture industry is also very high,
averaging 216 percent for the industry as a whole. Moreover, the ERP for the private
sector, which dominates the industry, is more than twice as high as that of the public
sector. For the private sector the ERP is 219 percent, while that for the public sector is
106 percent. Tradable inputs represent the bulk of the costs of intermediate goods and
services and consequently dominate the industry’s capacity to generate value added. For
material inputs, the production-weighted average tariff is 25 percent for the private sector,
while that on finished goods is 40 percent. As a result, the value added of the private
sector at domestic equivalent prices is much higher than the value added at border
equivalent prices.

The effect of high import tariffs on furniture products has been to lower overall imports
considerably below what they would otherwise have been with growing consumer demand
in Egypt. Calculations using partial equilibrium analysis show that the 40 percent tariff on
furniture imports reduces the value of imports by $US3.9 million below what it would
otherwise have been without protection afforded to the industry. The loss of consumer
welfare is US$0.8 million. Overall, the 40 percent tariff reduces the volume of furniture
imports by 49%, which together with the rise in prices has reduced the domestic vaue of
these imports by 29 percent.

The partial equilibrium approach excludes consideration of feedback effects between the
external and domestic sectors, and therefore fails to take into account the sectoral
adjustments that would accompany trade liberalization. Tariff cuts in the furniture industry
would probably influence the industries that provide both materials and other inputs to the
industry through changes in relative prices of factors of production and the final products
themselves. These linkages would, in turn, affect the allocation of domestic resources and
influence the competitive position of Egypt's furniture products in the domestic and
foreign markets.

A rough approximation of the effect on exports of the tariff on both furniture and their

inputs is the so-called *anti-export bias' estimate. The results of these calculations indicate
that the anti-export bias on wood furniture in mid-1999 equals 12 percent compared with
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an average calculated by an earlier DEPRA study of 20 percent for all activities in Egypt
in 1997.

Although the calculations show that the bias against exports of furniture has recently
decreased, owing in part to the reduction from 50 to 40 percent in the furniture import
tariff, the export bias measure is defined in such a way that it assumes that the duty
drawback system is operating efficiently and that exporters are using it. If the duty
drawback system were efficient and invoked by producers, then they would derive
substantially greater benefits under the present tariff schedule than in the past. However,
this does not appear to be the case. Informal discussions with producers reveal that the
system is too cumbersome to use since it involves extensive administrative and
bureaucratic requirements needed to obtain refunds. Under these conditions, the anti-
export bias without the drawback system being invoked would smply equa the nominal
rate of protection on furniture, that is, 40 percent. If this is the case, then customs
regulations, tariffs and duty drawback system have increased the cost of production and
thereby lowered the ability and willingness of furniture manufacturers to compete in the
global marketplace. Producers therefore concentrate on the domestic market, leaving
exports as asmall residua of total production.

Foreign demand for Egypt’s furniture exports depends on two decision levels of the
consumer. The firgt is the total amount of furniture that will be demanded by consumers
based on income, price and demographic factors. The second is the amount that will be
purchased from different domestic and foreign suppliers based on their relative prices. In
the foreign markets, there is a strong income-related response in the demand for wood
furniture in the global market. On average, the income elasticity is greater than unity, and
the average income elasticity is 1.7. As expected, the Middle East has the highest income
elasticity of the three global regiona markets, reflecting the strong emerging demand for
durable goods in that region. Within Europe there are also individual markets with strong
demand prospects, particularly in Belgium and Austria. The US market has an income
elasticity of 1.2, reflecting arelatively robust market. In Egypt import demand has a short-
term price elasticity of —0.89 and a long-term price easticity of —1.13. This relatively
strong price responsiveness has important implications for tariff-related policies.

The demand for Egypt’s exports of furniture has been affected by the country’ s declining
international competitiveness based on the real exchange rate of the LE. The decline since
1991 has been more significant in the EU market than in those of the United States and the
Middle East. As a result, Egyptian furniture producers face a relatively more favorable
position in the US and Middle East markets than they do in the EU market. The effects of
Egypt's rea effective exchange rate on its international competitiveness and the export
demand for furniture are dtatigtically significant in the global market and a number of
regional markets. It is especialy important in the US market in the long run. In contrast,
Egypt’'s international competitiveness has only a short-term effect in both the EU and
Middle East markets. The long-term effect may, nevertheless be significant in individua
markets within those regions. Specifically, the long-run competitive price elasticity of
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demand for Egypt’s furniture exports is equal to -1.5 in the globa market, and in the US
market it equals-1.3. In the short run, the competitive price elasticity ranges from -0.2 to
-1.5. The results of the estimated export demand relationships also confirm expectations
about the relatively high income elasticities of export demand for Egypt’'s furniture
exports. These results suggest that Egypt could significantly increase its furniture exports
in the global market, as well as particular export markets such as the United States, by
improving its international competitiveness based on the real exchange rate of the LE

These findings point to a number of policy recommendations for the furniture industry in
Egypt. The recommended policy initiatives are designed to strengthen exports of the
furniture industry by improving the trade environment, lowering costs and improving
efficiency. To be effective, these initiatives need to be viewed as an integra part of the
country’s overall economic policies and structural reforms. The specific recommendations
presented in Box 5.1 aim to support the opening up of Egypt's furniture industry through
initiatives in the areas of legidative and regulatory measures, trade liberalization,
information support, exchange rate policies, and enhancement of foreign direct investment
(FDI) inflows.

As part of these initiatives, it isimportant to note that industry-level analysis requires fairly
detailed information that is not currently available. The primary source of industry-level
statisticsis CAPMAS. However, the information available from this agency often needs to
be supplemented by industry data from UNIDO and the United Nations. Production data
for industry sub-sector or segments are available from CAPMAS, but data on their
material inputs are unavailable. Moreover, data reliability for industry segments, as well as
that at the industry level, remains questionable, and there are large discrepancies between
the information provided by different sources of data, notwithstanding the use of the same
nomenclatures. Improved access to data and greater data reliability therefore remain an
important priority for the country.

It should be emphasized that three policy initiatives must be carried out smultaneously to
insure a positive effect on welfare and on furniture exports. Adjustment in tariff policies,
improving the duty drawback system, and exchange rate policy reform must be
implemented as a package. Adjusting the exchange rate will cushion the competitive
import effect of tariff reductions and provide room for the furniture industry to compete
while structural adjustments are taking place. It is evident from the industry data that the
sector as a whole would operate at aloss if tariffs were removed without also adjusting
the exchange rate, since total costs would exceed total revenues at border prices. (See
Tables 5.2 and 5.3, above.)

! In discussions regarding this study, private sector leaders of the Egyptian furniture industry indicated
they would be better able to compete with imports and therefore be more inclined to support trade
liberalization if alabeling requirement was imposed on imported furniture to state clearly whether or not
it was made from solid wood. Egyptian consumers prefer the more costly solid wood furniture, they said,
asistypically made in Egypt; but many cheaper imports pass themselves off as solid wood when they are
not, and thisis viewed as unfair competition by Egyptian producers.
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Box 5.1

Recommend Policy Initiatives to Stimulate Export Growth of Furniture Industry

Existing Challenge

Recommended Actions

Expected Impact / Benefits

Tariffs on Final Products

1. 40% tariff rate on furniture
imports is fourth highest of all
manufacturing categories

2. FDI and technology transfer
potential is limited due to high
import tariffs

Lower tariffs to encourage FDI
inflows and technology transfers

into more competitive industries like

furniture

- Will help to develop furniture industry by
stimulating competition

Will increase productivity of industry
through technological improvements
associated with FDI inflows

Will raise consumer welfare

Duty Drawback System

1. System is too cumbersome to use
effectively

2. Tariffs and duty drawback system
have increased the cost of
production

Improve the drawback system,
including the information flow

between public and private sectors

Will encourage production and expand
exports

Will improve understanding between private
and public sectors

Exchange Rate Policies

1. Egypt's international
competitiveness has declined
since 1991 based on the real
exchange rate of the LE

2. Demand for Egypt's exports of
furniture have been affected in
the global furniture market

Examine effect of real exchange rate
appreciation on specific industries,
especially as they affect international

competitiveness, and consider
exchange rate adjustments and/or
compensatory mechanisms to
improve international
competitiveness of exports

Will expand demand for exports of furniture

Will increase the market shares of Egyptian
furniture exporters in the global market

Tariffs on Inputs

1. Tradable inputs represent the
bulk of the costs of intermediate
goods and services.

2. The average tariff on furniture
inputs is high

Lower or eliminate tariffs on inputs to
reduce cost of production in furniture

industry

- Will reduce production costs of the industry
and increase efficiency

- Will attract FDI and stimulate industry’s
international competitiveness.

Information System

1. Data on furniture market are
lacking

2. Existing data are often unreliable

3. Access to existing data is limited

Improve data collection, reliability and

dissemination of information on
furniture industry and industry
segments

- Will improve market information and
producers will have a better under-standing
of the domestic and foreign market

- Will stimulate FDI inflows as information on
industry becomes more accessible
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Technical Appendix

|. Estimating the Demand for Wood Furniture

The estimates of the relationships for domestic consumption, foreign import demand and
Egypt’s export demand in the furniture industry follow a sequence of steps to (a) identify
the characteristics of each series, (b) specify the parsmonious model used to characterize
the data-generating process, and () estimate the model. This Technical Appendix
describes the steps needed to identify the characteristics of each series and, where
appropriate, to model their relationship to one another.

Step 1: Unit Root Tests

An economic relationship generally refers to a state where there is no inherent tendency to
change. Such a relationship is, for example, described by the export demand relationship
of the log linear form x; = by;, where export changes in country i are related to changes in
the economic activity of a foreign market j. In practice, however, an equilibrium
relationship is seldom observed, so that measures of the observed relationship between x;
and y; include both the equilibrium state and the discrepancy between the outcome and the
postulated equilibrium. The discrepancy, denoted d, cannot have a tendency to grow
systematically over time, nor is there any systematic tendency for the discrepancy to
diminish in a real economic system since short-term disturbances are a continuous
occurrence. The discrepancy is therefore said to be stationary insofar as over a finite
period of time it has a mean of zero.

Individual time series that are themselves stationary are statistically related to each other,
regardless of whether there exists a true equilibrium relationship. Thus, before estimating
the export demand for Egypt's furniture, it is useful to determine whether the data
generating process of each of the series is itself stationary. Since economic activity
variables have a tendency to grow (positively or negatively) over time, the variables
themselves cannot be stationary, but changes in those series might be stationary. Series
that are integrated of the same order, however, are said to be cointegrated and to have a
long-run equilibrium relationship." For trending variables that are themselves non-
stationary, but can be made stationary by being differenced exactly k times, then the linear
combination of any two of those series will itself be stationary. It is therefore important to
test the order of integration of the key seriesin the model.

A seriesis said to be integrated of order k, denoted I(K), if the series needs to be difference k times to
form a stationary series. Thus, for example, atrending series that is1(1) needs to be differenced one time
to achieve stationarity.
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Tests for stationarity are derived from the regression of the changes in a variable against
the lagged level of that variable. Consider the following simple levels regression:

Ye=a+ by +d (A.1)

where a and b are constants and d is an error term. y is a Stationary series if -1< b <1. If
=1, y is a non-stationary series and is instead a random walk with drift; if the absolute
value of b is greater than one, the seriesis explosive.

By subtracting y:.; from both sides, we obtain
Dyt =a+ (b'l)yt.l +d (A2)

The disturbance term d now has a constant distribution and the t-statistic on y;.; provides a
means for testing non-stationarity. If the coefficient on yi.; is zero, then b must be equal to
1, and y is therefore stationary. The Augmented Dickey-Fuller test is a test on the t-
statistic of the coefficient on y.;. The hypothesis Hy = b-1 = 0 is called the unit-root
hypothesis and it implies that y; is non-stationary.

The second test for non-stationarity is the Durbin-Watson (DW) test on the levels
regression specified above. Since the DW satistically is given by

DW = 2(1-r) (A.3)

where r is the correlation coefficient between y; and .1, then y is white noise when r is
zero. The DW istherefore 2 wheny is stationary.

Step 2: Modeling Supply and Demand Relationships of the Furniture I ndustry

Economic series that are related to the long-run adjustment processes of other variables
have been designated to be cointegrated series by Granger and Weiss (1983) and Engle
and Granger (1987). The theory of cointegration states that if two series, x and y, grow
over time in such away that the linear combination of these two variables, given by d; = X
- ay,, is stationary, and if a is unique, then x and y are said to be cointegrated. The series
d: measures the disequilibrium at period t when the long-run relationship between the two
variables is x, = ay:.. The theory of cointegration states that movements in variables are
related in a predicable way to the discrepancy between observed and equilibrium states.
The sequence of this discrepancy tends to decay to its mean of zero.

Engle and Granger (1987) have demonstrated that a data-generating process of the form
known as the “error-correction mechanism” (ECM) adjusts for any disequilibrium between
variables that are cointegrated. The ECM specification thus provides the means by which
the short-run observed behavior of variables is associated with their long-run equilibrium
growth paths. Davidson et al. (1978) established a closely-related specification know as
the “equilibrium-correcting mechanism” (also having the acronym ECM) that models both
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the short and long-run relationships between variables. Rearranging the terms of a first-
order stochastic difference equation yields the following ECM:

Dxi =ao+ ai(X—Y)w1 + aDy: + asyrs + (A.4)

where-1<a; <0, a,>0andas > -1, and where al variables are measured in logarithmic
terms.

The second term, a(X — y).1, is the mechanism for adjusting any disequilibrium in the
previous period. When the rate of growth of the dependent variable x; fals below its
steady-state path, the value of the ratio of variables in the second term decreases in the
subsequent period. That decrease, combined with the negative coefficient of the term, has
a positive influence on the growth rate of the dependent variable. Conversely, when the
growth rate of the dependent variable increases above its steady-state path, the adjustment
mechanism embodied in the second term generates downward pressure on the growth rate
of the dependent variable until it reaches that of its steady-state path. The speed with
which the system approaches its steady-state path depends on the proximity of the
coefficient to minus one. If the coefficient is close to minus one, the system converges to
its stead-state path quickly; if it is near to zero, the approach of the system to the steady-
state path is dow. Since the variables are measure in logarithms, Dx and Dy can be
interpreted as the rate of change of the variables. Thus the third term, a,Dy:, expresses the
steady-state growth in X associated with Y. Finaly, the fourth term, asy:.1, shows that the
steady-state response of the dependent variable X to the variable Y is non-proportional
when the coefficient has non-zero significance.

The equilibrium solution of equation (A.4) is a constant value if there is convergence.
Since the solution is unrelated to time, the rate of change over time of the dependent
variable X (given by Dx;) and the explanatory variable Y (given by Dy;) are equal to zero.
However, in dynamic equilibrium, equation (A.4) generates a steady-state response in
which growth occurs at a constant rate, say g. For the dynamic specification of the
relationship in (A.4), if g, is defined as the steady-state growth rate of the dependent
variable X, and g, corresponds to the steady-state growth rate of the explanatory variable
Y, then, since lower-case |etters denote the logarithms of variables, g, = Dxand g, = Dy
in dynamic equilibrium. In equilibrium the systematic dynamics of equation (A.4) are
expressed as:

O1=ac+ai(X—y)+axg+asy (A.5)
or, in terms of the original (anti-logarithmic) values of the variables:
X =ko Yb (A.6)

where ko = exp{ (-aJ/ay) + [(a:1 - a-a1 - as)/ a:%]g,, and whereb = 1 - as/a..
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The dynamic solution of equation (A.6) therefore shows X to be influenced by changes in
the rate of growth of Y, as well as the long-run elasticity of X with respect to Y. For
example, where the rate of growth of the explanatory variable accelerate, say from g, to
g2, the value of the variable X would increase. However, it is important to reiterate that
the response to each explanatory variable can be either transient or steady-state. When
theoretical considerations suggest that an explanatory variable generates a transient, rather
than steady-state, responsg, it is appropriate to constrain its long-run effect to zero.

Step 3: Modeling Exchange Rate Effects in the Furniture I ndustry

The effects of changes in the international competitiveness of Egypt on the furniture
industry can be measured by extending the first-order stochastic difference equation to
include that variable. Transformation of an autoregressive distributed lag into an ECM
with a ‘differences formulation of the relative price or exchange rate term nested in the
levels form of the equation yields the equation:

Dxi =ao+ ai(X —Y)r1 + a:Dy: + asyis + a4Dri + asreg + (A.7)

where-1<a; <0, a, >0, az > -1, a, > 0 and as > 0, and where al variables are
measured in logarithmic terms.

We measure the competitiveness, r, of Egypt as the inverse of the real effective exchange
rate, e. Thereal exchange rate (RER) is the bilateral rate which takes into account changes
in relative price levels between Egypt and a foreign country. It measures changes in the
purchasing power between the domestic and the foreign economy, and it provides an
indicator of changesin the international competitiveness of the domestic economy in its
ability to purchase more (or less) goods and services per unit of foreign currency. Asan
extension, the real effective exchange rate (REER) measures the average relative strength
of the local currency, and it is calculated as the weighted average of RERS, where the
weights are the value of imports from and exports to a given partner country i divided by
total imports and total exports of Egypt.

Formally the real effective exchangerate is defined as €; = Sw; [€"(P/P)] where €" isthe
nominal exchange rate, P' is the foreign currency price of goods purchased abroad, and P
is the domestic price level. A risein € represents a real devaluation in a fixed exchange
rate system, and a depreciation in a flexible exchange rate system, which can be brought
about by either a rise in the nomina exchange rate €', or a rise in the relative price of
foreign goods (equivalent to a relative fall in the price of domestic goods). Conversely, a
fal in € represents a real revaluation under a fixed exchange rate system, and an
appreciation under a flexible exchange rate system. The fal is associated with either a
drop in the nominal exchange rate €' or a fall in relative prices of foreign goods
(equivalent to arisein relative prices of domestic goods).
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Step 4: Modeling Price and | ncome Effects of Foreign and Domestic | mports

An important characteristic of the import demand for any one product is that its long-term
response to the growth of domestic income is not necessarily proportional. This suggests
that the dynamic specification of the import demand equation should not introduce any
restrictions that would impose long-run unitary elasticity with respect to income. In
contrast, the model should encompass long-term proportionality responses when they
exist.

A second feature of the present modeling approach is that the dynamics for import
demand relationships can be restricted to one period since the adjustment of imports to
price and income changes tends to decline exponentially over time. The third and final
important characteristic is that prices of traded goods are measured in US dollar terms. If
prices of imports were measured in local currency units, then the demand for imports by
Egypt would aso be directly affected by the real exchange rate, which would take into
account changes in both the relative prices of domestic and foreign goods and the nominal
exchange rate, as well as the foreign market price of the product.

The dynamic specification for imports, M, in terms of income, Y, and the price of the
product, P, relative to the general price index, D, can be expressed as:

M = a0+ a1Me1 + bayr + Dayrs + Gu(p-d)e + (P-d)es + e ..(A.8)

where lower case letters denote logarithms of corresponding capital letters, e.g., (p-d) =
In(P/D), and the expected signs of the coefficientsare0<a;<1; b;and b, >0; g and @ <
0. Incomeistreated as (weakly) exogenous for the parameters of interest.

The use of the logarithmic specification in equation (A.8) provides a means by which the
elasticity can be calculated directly from the estimated equation; the results are consistent
when the elagticities remain constant over time. Tests of parameter constancy provide a
means of validating that hypothesis.

On a steady-state growth path, the long-run dynamic equilibrium relationship implicit in
equation (A.8) is:

& &
M =KkY P/ID (A.9)

whereg, = (by + by)/(1-41) and &, = (o + @)/(1-41).

The results of the estimates provide quantitative measures of the impact that Egypt's
market access concessions could have on its trade. Since data limitations restrict the
application of the model, it is useful to review some of the widely used empirica models
which equation (A.8) encompasses. These embedded models have been described by
Hendry, Pagan and Sargan (1984) as follows:
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(@) Static Model (41 =b, =g =0): m =&+ bay, + q(p-d)
(b) Distributed Lag Model (4:=0): my=4& o+ by + boyes + qu(p-d) + (p-d)e1
(c) Partial Adjustment Model (b, =@ =0): M =& o+4a 1 My + byy; + gu(p-d);

(d) First-Difference Modd (a1 =1, ¢ =- @): Dm =ao + biDy; + x:Dpx

II. Analytical Tools for Trade Policy Assessments
1. Tariff Effect Measures

The effective rate of protection (ERP) can be defined for a product j as the percentage
excess of domestic value added, V over the international market value added, W, i.e., that
which would have been redlized in the absence of the existing tariff structure:

ERP, = (V- W) /W, ...(A.10)

The main determinant of the ERP leve is the relationship between the nominal rates of
protection of outputs and inputs, although the share of tradeable inputs in any selected
activity, or the technical coefficient, aso influences the level of the ERP. Practicaly, the
ERP could be calculated either through detailed information concerning the activities at
the firm level, or through the data supplied by input-output tables. If input-output tables
are available, the ERP can be calculated in the following manner:

Let W,
Vi

Pi(1- Sa)
Pl(1+t) - Siaj(1+t)]

where:
a;j isthe technical coefficient of input in activity j, i.e., the value of input i per unit value
of output in activity j;
t; = the nominal rate of protection of production of j;
t; = the nominal rate of protection of input 1.
Then from equation (A.10) we can express the level of effective protection as follows:
ERP = {P[(1+) - Siaj(1+t)] / P(1 - Siap)} —1 ..(A.12)
Rearranging terms yields the formula used to estimate the level of effective protection:

ERP, - (t; - Siajt)) / (1 - Sia))

= (1- S a){[V(1+)] = S [a/(1+t)]} -1 (A.12)
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which is the formula applied to the furniture industry in this study, and that applied in
DEPRA (1998) to the footwear industry.

2. Measuring the Effects of Import Tariffs

Since the foreign market export supply to small markets like that of Egypt is likely to be
perfectly price elastic, in the short run the percentage change in import demand associated
with a change in tariff is equa to:

DM/M = &’ [Dti/(1+t)] ..(A.13)

where €% is the price éasticity of import demand in the short run, M is the volume of
import demand, and t is the ad valorem tariff rate applied to wood furniture.

Similarly, in the long run the percentage change in imports of furniture corresponding to a
change in the associated ad valorem tariff is equal to:

DM/M = €’ [Dt/(1+t)] ...(A.19)
where €’ is the price elagticity of import demand in the long run.

The change in import demand is obtained when equation (A.14) is multiplied on both sides
of the equation by M:*

DM = €& [Dt/(1+t)] M ...(A.15)
The magnitude of the change in trade is therefore shown to depend on (a) the price
elasticity of demand for imports, (b) the share of imports from al sources, and (c) the

percentage change in the reduction of the MFN rate.

The total trade effect is the US dollar value of the change in imports calculated by
multiplying both sides of the equation by the price of each product:

The *small market’ assumption is important for the calculations that follow. In calculating each of the
different effects of tariff reductions, the assumption means that the Egypt market represents a fairly
small proportion of its trading partners total exports and, hence, that the import supply schedule is
infinite with respect to prices. Prices of each of Egypt’s imported furniture products are therefore
changed by the full amount of any tariff reduction on the products. Were the import supply schedule to
be less than perfectly elastic with respect to prices, a change in tariffs would lead to less than
proportional changes in prices and smaller increases in the volume of imports than would otherwise
occur under a perfectly price elastic import supply schedule.

3 Similar calculations have been used by the UNCTAD Trade Policy Simulation Model (Laird and Y eats,
1986) and International Monetary Fund (1984).
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DV = € [Dt/(1+t)] M + DPIP ...(A.16)

The magnitude of changes in the government customs fees will depend on the offsetting
movements arising from (a) lower MFN tariffs and (b) higher levels of trade with trading
partners subject to MFN tariffs. The customs revenue effect is calculated from the total
trade effect:

DT/T = Dt/t + DM/M ... (A.17)
where T denotes the customs revenue.

Consumers gain from lower prices of imported goods when tariffs are reduced. For the
pre-tariff-cut level of imports Cline et al. (1978) has noted that the import prices resulting
from tariff reductions smply represent a transfer to consumers of revenue formerly
collected by the Government in the form of customs duties and indirect taxes. There is,
however, a welfare gain from the total trade effect. This effect is normally calculated as
the average increase in the quantity of imports, DM, valued at the average between the
tariff inciflence before and after liberalization. Hence the consumer welfare effect, W, is
given by:

W = - Dt DM/2 ... (A.18)

The resulting calculation is the value of imports of individua products that can be summed
to measure the total consumer welfare effect from the new tariff schedule. The US dollar
value of the consumer welfare effect is calculated by multiplying both sides of the equation
by the price of each product.

With material inputs also protected, we can also calculate the effect of protection on the
changes in the amount sold to the consumers of furniture. Assuming that the inputs are
used in fixed proportions and that the prices of inputs are fixed, the effect of protection on
the unit cost of output, denoted C, of producing furnitureis equa to:

DM = & DC M/P ... (A.19)

where, as before, € is the price eagticity of import demand for furniture, DC is the
difference between the unit cost of output resulting from the protection on inputs, and M
and P refer to the quantity and unit price of imported furniture.

* Note that the earlier assumption of a perfectly price elastic supply schedule implies that tariff cuts are
fully passed on to import prices. Otherwise, Laird and Y eats point out that the domestic price of imports
would not decline by the full extent of the tariff change and there would also be a producer welfare
effect implicit in equation (A.18).
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3. Non-Tariff Effect Measures

Non-tariff measures (NTMs) encompass a wide range of policies and instruments that are
unrelated to tariffs and that affect the quantities and prices of both imports and exports.
UNCTAD uses a coding system to classify over 100 NTMs, and omits measures applied
to production or exports. Laird and Guzman (in Lord, 1998) classify NTMs into five
broad categories according to the intended motives of the measures. These categories are
useful for the classification of NTMs currently in effect in Egypt: (1) Import volume
controls, (2) Import price controls, (3) Monitoring measures, (4) Production and export
measures, and (5) Technical barriers. Lack of data prevented the assessment of the impact of the
removal of the various types of NTMs on the furniture industry in Egypt. Nonetheless, an
overview of toolsis presented below, following the classification set out by Deardorff and
Stern (1997) and Laird (1996).

Frequency-Type Measures - - The trade coverage ratio and frequency index are two type
of measures that indicate the frequency or occurrence of NTMs. The trade coverage ratio
measures the percentage of trade subject to NTMs for an industry | a a desired level of
product aggregation:

Cij = [S(DuVin/(S Vir)] * 100 ...(A.20)

where, if an NTM is applied to the tariff line item i, the dummy variable D; takes the value
of one and zero otherwise; V; isthe value of importsin itemii; t is the year of measurement
of the NTM; and T is the year of the import weights.

The frequency index shows the percentage of import transactions covered by a selected
group of NTMsfor an indsutry , and is calculated as.

Ft =[S (DiMi)/(S Miy)] * 100 ..(A.21)

where D; reflects the presence of an NTM on the tariff line item, M; indicates whether
there are importsin industry j of good i and t is the year of measurement of the NTM.

The results of calculations of these types of measures over a period of time will likely
show trends in whether or not the use of NTMs has increased or decreased, or whether
their incidence is more concentrated in certain products or groups of products in an
industry. According to Deardorff and Stern (1997), the drawbacks associated with the
trade coverage and frequency ratios are that: (a) shortcomings could arise from how
NTMs are defined due their inconsistency in reporting and the level of aggregation used;
(b) effects the might deter price and quantity decisions of importers are not taken into
account; () NTMs are mainly border measures and therefore ignore the effects of internal
governmental measures such as administrative procedures and monitoring measures; and
(d) the ratios do not take into account the possible economic impact of NTMs on prices,
production, consumption and international trade.
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Appendix Table 1
Production of Wood Furniture in Egypt, 1983-94
(Egyptian Pounds and Units)

No. of No. of Wages and Output
Establishments Employees Salaries (LE) (LE)
1983 79 6654 10,170,000 59,591,000
1984 78 6018 13,011,000 68,154,000
1985 68 5038 12,483,000 69,644,000
1986 76 5425 13,799,000 79,879,000
1987 114 8659 23,256,000 117,000,000
1988 109 8690 26,811,000 254,000,000
1989 117 6000 15,800,000 85,700,000
1990 97 5800 19,200,000 127,900,000
1991 128 8200 28,900,000 200,600,000
1992 113 6700 25,300,000 140,100,000
1993 116 8000 30,700,000 242,200,000
1994 138 8510 39,930,000 286,900,000

Source: UNIDO Statistical Database 1999 4-Digit ISIC (CD-ROM).

Value

Added (LE)

16,594,000
25,701,000
24,951,000
17,777,000
26,000,000
126,000,000
17,100,000
25,900,000
58,900,000
44,200,000
58,800,000
61,810,000
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Appendix Table 2
Egypt's Supply and Demand for Manufacture of Furniture and Fixtures,
Except Those Primarily of Metal (ISIC 3320), 1982-96
(1000 US dollars)

Year Output Imports Exports Trade Balance Consumption
1981 na 14,812 1,949 (12,863) na
1982 na 13,523 1,943 (11,580) na
1983 85,130 12,266 1,615 (10,651) 95,781
1984 97,363 9,475 3,698 (5,777) 103,140
1985 99,491 5,263 333 (4,930) 104,421
1986 114,113 7,221 3,432 (3,789) 117,902
1987 167,143 3,294 4,080 786 166,357
1988 na 2,642 12,136 9,494 (9,494)
1989 77,909 1,380 15,189 13,809 64,100
1990 63,950 2,246 43,545 41,299 22,651
1991 60,200 2,545 30,626 28,081 32,119
1992 41,724 3,389 17,335 13,946 27,778
1993 71,831 3,196 14,259 11,063 60,768
1994 na 7,727 11,045 3,318 na
1995 na 7,877 9,735 1,858 na
1996 na 10,676 10,055 (621) na

Source: UNIDO, Industrial Demand and Supply Statistics 1998. CD-ROM format.

48




Appendix Table 3

Total Production of Wood Furniture by Category in Egypt, 1983/84-95/96

(Egyptian Pounds)

1983/84
1984/85
1985/86
1986/87
1987/88
1988/89
1989/90
1990/91
1991/92
1992/93
1993/94
1994/95
1995/96

Furniture Furniture and Chairs from Other Furniture Other Bamboo
Total Fixtures Wood and and Fixtures Furniture
for Bedroom Bamboo
26,726,981 6,435,488 9,354,498 10,244,922 692,073
32,596,980 13,198,134 7,133,994 11,690,456 574,396
27,730,373 3,710,538 5,751,143 17,719,865 548,827
48,071,742 9,585,884 3,132,636 34,218,882 1,134,340
80,662,467 53,954,840 3,518,920 23,188,707 -
95,291,259 45,177,202 5,294,457 43,448,729 1,370,871
99,204,183 36,121,877 4,510,382 56,350,356 2,221,568
202,282,697 84,654,903 6,633,866 109,730,244 1,263,684
220,259,200 114,748,810 34,370,945 68,067,906 3,071,539
111,464,049 53,288,350 8,182,704 48,859,886 1,133,109
171,408,225 94,550,218 8,818,197 64,965,147 3,074,663
185,860,612 86,939,772 7,195,252 90,090,276 1,635,312
214,187,650 102,056,446 11,543,557 98,402,900 2,184,747

Source: CAPMAS, Commodity Industrial Production (various issues)
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Appendix Table 4
Private Sector Production of Wood Furniture by Category in Egypt, 1983/84-95/96
(Egyptian Pounds)

1983/84
1984/85
1985/86
1986/87
1987/88
1988/89
1989/90
1990/91
1991/92
1992/93
1993/94
1994/95
1995/96

Furniture Furniture and Chairs from  Other Furniture Other Bamboo
Total Fixtures Wood and and Fixtures Furniture
for Bedroom Bamboo
20,589,194 6,125,889 8,342,785 6,120,520 692,073
25,065,578 12,669,856 5,747,994 6,073,332 574,396
18,996,298 3,012,137 4,483,763 10,951,571 548,827
33,166,662 8,278,457 1,668,778 23,051,011 168,416
57,173,748 50,237,219 2,564,920 4,371,609 -
78,102,573 44,245,315 5,263,632 27,222,155 1,370,871
90,104,740 35,319,876 4,236,107 48,327,189 2,221,568
191,319,131 84,654,903 6,463,701 98,936,843 1,263,684
202,252,112 109,038,030 23,651,425 66,491,118 3,071,539
105,871,878 53,280,916 7,913,846 43,544,007 1,133,109
169,042,743 93,655,360 8,465,830 63,846,890 3,074,663
181,984,654 85,776,669 5,645,499 88,927,174 1,635,312
208,878,041 101,064,619 10,736,774 94,891,901 2,184,747

Source: CAPMAS, Commodity Industrial Production (various issues).
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Appendix Table 5
Public Sector Production of Wood Furniture
by Category in Egypt, 1983/84-95/96
(Egyptian Pounds)

1983/84
1984/85
1985/86
1986/87
1987/88
1988/89
1989/90
1990/91
1991/92
1992/93
1993/94
1994/95
1995/96

Furniture Furniture and  Chairs from Other Other

Total Fixtures Wood and Furniture Bamboo

for Bedroom Bamboo and Fixtures Furniture
5,445,714 309,599 1,011,713 4,124,402 -
7,531,402 528,278 1,386,000 5,617,124 -
8,734,075 698,401 1,267,380 6,768,294 -
14,905,080 1,307,427 1,463,858 11,167,871 965,924
23,488,719 3,717,621 954,000 18,817,098 -
7,189,286 931,887 30,825 6,226,574 -
8,905,564 802,001 80,405 8,023,158 -
10,963,566 - 170,165 10,793,401 -
8,017,080 5,720,780 719,520 1,576,788 